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EXECUTIVE ORDER 9784

PrOVIDING YOR THE MoORE Erricient Use
AND FOR THE TRANSFER AND OTHER Dis-
POSITION OF GOVERNMENT RECORDS

By virtue of the authority conferred
on me by the Constitution and statutes,
in order to provide that Government
records may be utilized to maximum
advantage and disposed of expeditiously
when no longer needed and in the inter-
est of more efficient internal manage-
ment of the Government, it Is hereby
ordered as follows:

1. The head of each agency shall es-
tablish and maintain an active continu-
ing program for the effective manage-
ment and disposition of its records,
Agencies shall retain In their custody
only those records that are needed in the
conduct of their current business, and
except as herein otherwise provided, shall
promptly cause all other records to be
offered for .transfer to the National
Archives or proposed for other disposi-
tion in accordance with law.

2. No records shall be transferred by
one agency to the custody of another
agency without the approval of the
Director. of the Bureau of the Budget ex-
cept for their retirement to the National
Archives, as & temporary loan for official
use, or as may be otherwise required by
statute or Executive order. Any records
in the custody of any agency which, in
the judgment of the Director of the
Bureau of the Budget, are not needed in
the .conduct of its current business and
are needed in the current business of an-
other agency shall be transferred to the
latter agency if, in the opinion of the
Director, the public interest will be best
served by such transfer, provided that
any portion of such records deemed to
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have enduring value may be accessioned
by the National Archives and placed on
loan to the agency to which the records
are physically transferred. In making

determinations concerning the transfer -

of records the Director shall give due re-
gard to the importance of having Gov-
ernment records which are not confi-
dential made generally available to Gov-
ernment agencies and to the public,

3. The Civil Service Commission, with
the approval of the Director of the Bu-
reau of the Budget, Is authorized to pro-
mulgate regulations, not inconsistent
with law and regulations of the National
Archives Council, requiring and govern-
ing the establishment, content, transfer
among agencles, and other disposition of
personnel records, provided that no
agency shall be required to release or
transfer confidential material affecting
any of its employees. .

4. Except as provided in the prec
paragraph 3, the Director of the Bureau
of the Budget with the advice and assist-
ance of the National Archives shall con-
duct such inspections, require such re-
ports, and issue such directives and regu-
lations as he may deem necessary to carry
out the provisions of this order,

5. No transfer of records (except in
connection with a termination or trans-
fer of functions) shall be made hereunder
when the head of the agency having cus-
tody of the records shall certify that
such records contain confidential infor-
mation, a disclosure of which would
endanger the national interest or the lives
of individuals. Whenever any records
are transferred which contain informa-
tion procured under conditions restrict-
ing its use, the use of such records shall
continue to be limited by such conditions.
The provisions of this order shall not be
deemed to require the transfer or other
disposition of records or authorize access
to records in contravention of law or of
regulations of the National Archives
Council.

6. Definitions :

(a) The term “agency” as used herein
shall be deemed to mean any executive
department or independent establish-
ment, including any government corpo=-
ration that is operated as an instru-
mentality of the Federal Government,

(b) The term “records" as used herein
shall apply to all books, papers, maps,
photographs, or other documentary ma-
terials, regardless of physical form or
characteristics, made or received by any
agency of the United States Govern-
ment in pursuance of Federal law or in
connection with the transaction of pub-
lic or organizational business and pre-
served or appropriate for preservation
by that agency as evidence of or because
of its Informational value in relation to
its organization, functions, policies, per«
sonnel, operations, decisions, procedures,
financial transactions, and all other ac~
tivities of an administrative, manage-
ment, or program nature,

Harny S. TRUMAN

Tae WhHiTe HOUSE,
September 25, 1946.

[F. R. Doc. 46-17539; Filed, Bept. 26, 1948;
10:25 a. m.]
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Regulations

TITLE 7—AGRICULTURE

Chapter XI—Production and Marketing
Administration (War Food Distribution
Orders)

| War Food Order 141-1)
= PART 1468—GrAIN
DISTILLERS' GRAIN QUOTAS

Pursuant to the authority vested In
me by War Food Order No. 141 (11 F. R.
2217, 3097), it Is hereby ordered as fol-
lows:

§ 1468.15 Grain quotas for distillers of
beverage spirits—(a) Definitions. (1)
“Daily mashing capacity” means the
quantity of grain mashed in a particular
plant during any five consecutive calen-
dar days from January 1, 1945, to the
effective date of this order, divided by 5,

(2) Any term not specifically defined
herein shall have the meaning set forth
for such term in War Food Order No.
141,

(b) Quotas for September 1946. Ex-
cept as hereinafter otherwise provided:

(1) Every distiller may, in each plant
operated by him during the month of
September 1946, use grain or grain prod-
ucts for the manufacture of distilled
spirits for beverage purposes in & quan-
tity not in excess of the following
quantity: -

(1) Three times the dally mashing ca-
pacity of such plant plus

(if) Three thousand bushels;

Grain already used in September is
chargeable against this quota; Provided,
however, That any distiller whose total
allocation of grain and grain products
under this order for all plants operated
by him is less than 6,000 bushels may
use not in excess of 6,000 bushels.

(2) No distiller shall use corn grading

No. 1, 2, or 3, when purchased, or wheat
or wheat products,
+ (3) No distiller shall during the month
of September 1946, use rye in the manu-
facture of distilled spirits for beverage
purposes in a quantity in excess of 6
percent of the total quantity of grain and
grain products authorized to be used by
him during such month, or in excess of
2,000 bushels, whichever quantity is the
greater; Provided, however, That in no
case shall the quantity of rye used by
any distiller exceed 15 percent of the
total quantity of grain and grain prod-
ucts suthorized to be used by him during
such month under the terms of this
order. -

(¢) Violations, Any person who vio-
lates any provision of this order may, in
accordance with the applicable proce-
dure, be prohibited from recelving, mak-
ing any deliveries of, or using grain,
grain products, alcohol, alcoholic bev-
erages or spirits. Any person who wil-
fully violates any provision of this order
is gulity of a crime and may be pro-
secuted under any and all applicable
laws. Civil action may also be instituted
to enforce any liability or duty created
by, or to enjoin any violation of, and
provision of this order.

(d) Territorial scope. This order
shall apply within the 48 States and the
District of Columbia.

(e) Effective date. This order shall
become effective at 12:01 a. m., e, s, t.,
September 26, 1946,

(E. O. 9280, 7 F. R. 10179; E. O. 9577, 10
F. R. 8087; W. F. O, 141, 11 F. R. 2217,
3997)

Issued this 26th day of September,
1946.

C. C. FARRINGTON,
Assistant Administrator.

[P. R. Doc. 46-17541; Piled, Sept, 26, 1946;
11:11 a, m.]

[sEAL]

Chapter IX—Production and Marketing
Administration (Marketing Agreements
and Orders)

Parr 934—Munx v THE LOoweLL-Law-
RENCE, MASSACHUSETTS, MARKETING
AREA

. ORDER TERMINATING SUSPENSION ORDER
Correction
In Federal Register Document 46-
17086, appearing on page 10696 of the
issue for Tuesday, September 24, 1946,

the title of Charles F. Brannan should
read: “Acting Secretary of Agriculture.”

TITLE 8—ALIENS AND NATIONALITY

Chapter II—Office of Alien Property
Custodian

TABLE OF CHANGES IN MATERIAL HERETO-
FORE PUBLISHED IN FEDERAL REGISTER

Corréction

In the table in Federal Register Docu-
ment 46-15339, appearing on page 9988
of the issue for Wednesday, September
11, 1946, the tenth section under the
column headed “Original sec. No."” should
read: "503.6-1",

TITLE 10—-ARMY: WAR DEPARTMENT

Chapter I—Aid of Civil Authorities and
Public Relations

ParT 104—RELATIONS WITH AGENCIES OF
PusLic CONTACT
PUBLIC RELATIONS

In revision of AR 600-700, August 16,
1946, §§104.1 through 104.6 inclusive,
are superseded by the following:

Sec,

1041 General,

1042 Definition. 1

1043 Responsibility for public relations.

1044 Public relations operations in the
fleld,

1045 War Department Public Relations
Division,

104.6 Public activities by military person-
nel

AvrHomrTy: §§104.1 to 1046, inclusive, is-
sued under R, 8, 161; 5§ U. 8, C. 22,

§ 104.1 General, (a) Because of the
importance of the Military Establish-
ment in the defense and welfare of the
Nation and its mdmox_ml role of a pub-
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lic servant, it is the responsibility of the
Army to insure that the American pub-
lic is fully and accurately informed con-
cerning the purpose and activities of the
Army as well as {ts place in the American
community.

(b) The broad mission of public rela-
tions is to maintain close and friendly
undertstanding between the Army and
the public through the dissemination of
information, the attainment of public
recognition, and the maintenance of
public confidence in the Military Estab-
lishment, to insure efficient and adequate
military security for the United States,

§104.2 Definition. Public relations is
defined as any planned program or pro-
cedure which will elicit public under-
standing and good will. It includes con-
tinuous dissemination of information to
the public, participation In community
life, and a line of conduct by uniformed
personnel which will contribute to pub-
lic understanding and appreciation of
the military service,

§ 104.3 Responsibility for public re-
lations, (a) The fostering of proper
public relations is a responsibility of
command, extending through all eche-
lons and ranks, All members of the
Army are representatives of the service
before the public and share that respon-
sibility in their conduct.

(b) Commanders of all echelons, units,
and military installations are charged
with the conduct of public relations
within their jurisdiction.

(¢) The Signal Corps and the Army
Alr Forces will maintain the official plc-
torial files of the War Department ap-
propriate to their respective activities,

(d) The War Department Public Re-
lations Division is the agency designated
to deal with the public on matiers of
concern to the War Department and the
Army as a whole. The Army Air Forces
is authorized to deal with the public in
purely air matters in accordance with
the broad over-all policies established
by the War Department. Subject to es-
tablished policies and regulations gov-
erning the security of military informa-
tion as promulgated by the Director of
Intelligence, War Department General
Staff, the Public Relations Division ini-
tiates policies which, upon approval, will
guide the conduct of public relations
with lower echelons and in the field.

§ 104.4 Public relations operations in
the field. (a) A public relations officer
will be appointed to the staff of each
post, camp, or station and to the staffs
of regiments, air force groups, and
equivalent uniis or higher commands.
Public relations officers of posts, camps,
stations, and units larger than regi-
ments will have the status of special stafl
officers. Wherever conditions permit
this should be their principal duty. Ap-
pointments will be made by unit and in-
stallation commanders.

(b) Subject to the supervision of the
commanding officer, and in consonance
with approved security policy, the duties
of a public relations officer include the
following:

(1) Advice to the commanding officer
on public relations matters, particularly
on relations between the command and
the nearby communities, but exciuding
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functions of representatives of the Civil
Affairs Division and other military Gov-
ernment agencies,

(2) Lialson with civilian groups, in-
cluding the dissemination of information
pertaining to the command to local In-
formation medis,

(3) Review, under established policies,
of material for dissemination to the pub-
lic and of material for publication in unit
and post newspapers.

(4) Reception of all representatives of
local and nationsl information media
and assistance to them in obtaining de-
sired material relating to the command.

(¢) On posts where two or more mili-
tary units or activities are situated, pub-
lic relations responsibility will rest with
the senior permanent commander sta-
tioned there. All public relations activi-
ties under his jurisdiction will be coor-
dinated as he may direct.

(d) Direct communication between
public relations offices regardless of com-
mand channels i{s authorized to expedite
the exchange of information. Such com-
munication, for the purpose of coordina~-
tion and mutual assistance, In no way
infringes upon the responsibility and
authority of commanders.

§ 1045 War Department Public Rela-
tions Division. (a2) The War Depart-
ment Public Relations Division will initi-
ate policies to govern the conduct of
public relations within lower echelons
and in the fleld. All agencies dealing
with public relations and related activi-
ties will operate under the policies laid
down by the War Department.

(b) The Public Relations Division,

consisting of the Chief, Public Relations
Division, and assigned personnel, will
function under the supervision of the
Chief of Public Information, War De-

partment. Policies initiated by the divi-
sion will be approved by the Chief of
Public Information prior to publication
as War Department policies.

(¢c) Material of general interest to the
public emanating from the War Depart-
ment will be released through the Public
Relations Division unless other provision
is made by the division.

(d) To accomplish its mission the Pub-
lic Relations Division must have timely
knowledge of War Department plans and
actions, To this end each staff division,
service, and major command will, as a
general rule, make available all infor-

mation desired by the Chief, Public Rela-

tions Division. When, in the opinion of
the head of the division, chiel of service,
or major commander, information should
be withheld {n the national Interest, deci-
sion by higher autherity will be obtained.
Release of Information obtained from
any War Department agency upon re-
quest will be released only after coordi-
nation with originating agency.

(e) Direct communication is author-
ized between the Public Relations Divi~
sion and commanders of posts, camps,
stations, installations, fleld and oversea
commands on matters pertaining to pub-
lic relations.

§104.6 Public activities by military
personnel, (a) Members of the Army
of the United States usually appear be-
fore the public in an official or offi-
cial capacity and so contribute the
impression formed by the public. Con-

sequently, care will be taken to differ-
entiate between personal ideas and opin-
jons, and official plans and purposes.
Furthermore, their military status limits
the extent to which members of the
Army may, with propriety, make public
pronouncements on political, diplomatic,
legislative, administrative measures, and
on matters the treatment of which tends
to prejudice discipline, to involve supe-
rior officers in controversy, to interpret
official puhlications, or to define military
procedure,

(b) Within the bounds of security and
prppriety the writing of articles, books,
and other related material intended for
publication, and the engaging in public
and private discussions on appropriate
occasions, by officers and enlisted men,
on topics of military, professional, or
general interest concerning the Army,
or in the interest of the national defense,
are authorized and desirable,

(c) Literary activities of military per-
sonnel not covered by (a) and (b) of this
section are limited only by the dictates
of propriety and good taste. For addi-
tional references dealing with public ac~
tivities of military personnel see AR
600-10. [AR 600-700, 10 Jan. 46]

[sEAL) . H. B. Lewis,
Brigadier General,
Acting The Adjutant General.

{P. R. Doc, 46-17419; Piled, Sept. 28, 1046;
8:50 a, m,]

Chapter VII—Personnel

PART 701—RECRUITING AND INDUCTION FOR
THE ARMY OF THE UNITED STATES

ENLISTMENTS AND REENLISTMENTS IN THE
REGULAR ARMY

Pending the revision of Part 701, per-
taining to enlistments and reenlistments
in the Regular Army, paragraph 10b (11
FR 4649) is rescinded and the following
substituted therefor:

10. Periods of enlistment. * * *

b. In addition, any qualified and ac-
ceptable member of the Army of the
United States (including members of the
Regular Army, members of the Enlisted
Reserve Corps on active duty, and qnem-
bers of the National Guard of the United
States), currently serving on active duty,
is authorized, upon completion of at
Jeast 6 months in his current term of
such active service, to enlist for a period
of 1 year plus the period of any reenlist-
ment furlough granted at the beginning
of such enlistment, except that, a mem-
ber of the Regular Army, aervfng in an
enlistment contracted on or after 1 June
1945, will not be discharged prior to the
expiration of such current ehlistment
period for the purpose of reenlisting in
the Regular Army. Enlistments or re-
enlistments contracted in accordance
with the provisions of this subparagraph
must be accomplished on the day follow-
ing the date of discharge.

(41 Stat, 765; 10 U, 8. C. 42) [WD Cir
110, 17 Apr 1946 as amended by Cir 267,
5 Sep 19461

[sEAL) H. B. Lewis,
Brigadier General,
Acting The Adjutant General.
[F. R. Doc, 46-17420; Filed, Sept. 26, 1946;
8:50 a. m.]
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TITLE 24—HOUSING CREDIT

Chapter VIII—Office of Housing
Expediter

|Premium Payments Reg. 8, Amadt. 2]

PART 805—PrEMiuM PAYMENTS REGULA-
TIONS UNDER VETERANS' EMERGENCY
Hovusing Acr oF 1946

CAST IRON SOIL PIPE |

Section 8058 (Premium Payments
Regulation 8) (11 F, R, 8523, 9674) Is
amended as follows:

1. By inserting & paragraph num-
bered (¢) (5), following paragraph (¢)
(4), which new paragraph shall read as
follows: °

§ 805.8 Cast iron soil pipe. * * *

(c) Establishment of quota. * * *

(5) (1) The quota for each operating
plant, as established under paragraph
(¢) (1) of this section, shall be reduced
by the excess, if any, of the total amount
of 5" and larger pipe sizes produced by
such plant during the month of August,
1946 over 7% of its total production dur-
ing that month., Such reduction in quota
shall apply only with respect to claims
filed for the months determined as fol-
lows:

(@) For an operating plant whose
August 1946 production of 5’ and larger
pipe sizes represented more than 7%, but
less than 10%, of its total production for
that month, the reduced quota for such
plant shall be applied only with respect
to claims filed for the month of Septem-
ber 1846 and for no other month.

(b) For an operating plant whose
August 1946 production of 5'* and larger
pipe sizes represented 105 or more, but
less than 20%, of its total production for
that menth, the reduced quota for such
plant shall be applied only with respect
to claims filed for each of the months of
September and October 1946 and for no
other month,

(¢) For an operating plant whose Au-
gust 1946 production of 5’ and larger
pipe sizes represented 20% or more of its
total production for that month, the re-
duced quota for such plant shall be ap-
plied only with respect to claims filed
for each of the months of September,
October and November 1946 and for no
other month.

(i1) In the case of any producer with
two or more plants, none of the plants
of such producer will be eligible for the
reduction in quota provided for in this
subparagraph (¢) (5) unless the total
combined production in all the plants of
such producer of 5’ and larger pipe sizes
during the month of August, 1946 ex-
ceeded 7% of the total combined produc-
tion In all such plants during that
month,

2. This amendment is effective as of
September 1, 1946.

3. Issued this 27th day of September
1946,

WirsoNn W. WxarT,
Housing Expediter.
|F. R. Doc. 46-17459; Filed, Sept. 26, 1046;
8:45 a. m.]
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TITLE 17—COMMODITY AND
SECURITIES EXCHANGES

Chapter 1I—Securities and Exchange
Commission

PART 211-—INTERPRETATIVE RELEASES RE-
LATING TO ACCOUNTING MarreRs (Ac-
COUNTINC SERIES RELEASES)'

Sec.

2110 Treatment of Federal income and ex-
cess profitsa taxes and surtax on
undistributed profits,

Treatment of losses resulting from
revaluation of nssets,

Independence of accountants—rela-
tlonship to registrent,

Treatment of investments in subsid-
faries in consolidated statements,

Administrative policy on financial
statements,

Treatment of dividends on corpora-
tion's own capital stock held in
sinking-fund.

Treatment of excess of proceeds from
sale of treasury stock over cost
thereof.

Commonly cited deficiencies In finan-
clal statements filew under the
Securities Act of 1833 and the
Securities Exchange Act of 1034.

Creation by promotional companles
of surplus by appralsal,

Presentation of stock having prefer-
ences on involuntary liquidation in
excess of par or stated value,

Treatment of unamortized bond dis-
count and expense applicable to
bonds retired prior to maturity
with proceeds from sale of capital
stock.

2111
2112
2113
2114
2115

2116

2117

21111 Consolidation of Foreign Subsidiaries
of Domestic Corporations,

21112 Adoption of Regulation S-X (17 OFR,

- Part 210); Amendments to Form
15 and Form 17.

Form of accountants’ certificate,

Description of surplus accruing sube
sequent to effective date of quasi-
reorganization,

Disclosure of charge of deficit to capi-
tal surplus without approval of
stockholders,

Use of natural business year as basis
for corporate reporting,

In the Matter of McEesson & Rob-
bins, Inc.: summary of findings
and conclusions,

Amendment of Rules 2-02 and 3-07 of
Regulation 8-X (17 CFR, 2102~
02, 210.3-07).

Independence of Accountants-Ine
demnifieation by Registrant,

Treatment of Federal Income and
“rcess Profits Taxes.

Procedure in Quasi-Reorganization,

211.13
21115

21116

21117
211.10

21121

21122
21123
21125

'The Interpretative opinions Included
herein are opinions lssued in the past for the
guldance of the public by memberz of the
Commitsion’s staff (or In a few instances by
the Commission) and heretofore made pub-
lic pursuant to Commission authorization.
The opinions are to be read as of the date
of original publication and In the context of
the rules, statutes and cirocumstances then
existing. However, opinions or portions of
opinions which are clearly obsolete have been
omitted. While it is not clear that publica-
tlon of interpretative opinlions of this kind in
the Fromal Recisten is required, it is bee
leved that such publication may be helpful
to the public and that it falls within the
spirit of the Administrative Procedure Act.
Where rules referring to an opinion have been
renumbered since the issuance of the opinion,
the new designations are Indicated in
brackets. .

Bec,

21126 Interpretation of Rule 5-02 of Regu-
lation 8-X (17 CFR, 2105-02) re-
garding the omission of an analysis
of registrant’s surplus accounts,

21180 Auditing of Inventories under War-
time Conditions.

21183 Accountants’ certificates—Applica-
tion of Rules 2-02, 3-07, 4-02, and
4-04 of Regulation 8-X (17 CFR,
210.2-02, 2103-07, 210402, 2104~
04) regarding requirements as to
disclosure by Independent public
accountants of the iple fol-
lowed In including or excluding
subsidiaries In consolidated state-
ment,

21185 Disclosure to be given to certain types
of provisions and conditions that
Imit the avallability of surplus for
dividend purposes.

21138 Treatment by an investment coms-
pany of interest collected on de-
fauited bonds applicable to a pe-
riod prior to the date on which
such bonds and defaulted interest
were purchased,

21137 Amendment of Rule 2-01 of Regula~
tion S-X (17 CFR, 210.2-01); qual-
ifications of accountants certifying
to financial statements required to
be flled with the Commission, Su-
perseded by Release No. 44 (17
CFR, 21144).

21138 Treatment in financial statements
of post-war refunds of Feleral
excess profits taxes,

21141 Conditions under which companles
reporting on Forms 10-K and
N-30A-1 may file coples of their
regular annual reports to stock-
holders in place of certain of the
financial statements required to be
flled by such forms.

21142 Disclosure to be made iu financial
statements with respect to re-
serves established to provide for
possible losses and other con-
tingencles arising out of existing
war conditions.

21144 Amendments to Rule 2-01 of Regu-
Iation 8-X (17 CFR, 2102-01) re-
garding qualifications of sccount-
ants certifying to financial state-
ments required to be flled with
the Commission.

21145 Treatment of premiums paid upon
the redemption of preferred
stock.

21147 Independence of certifylng sccount-
ants—Summary of past releases of

¢ the Commission and a complilation
of hitherto unpublished cases or
inquiries arising under several of
the Acts administered by the Com-
mission,

211.50 The propriety of writing down good-
will by means of charges to capl-
tal surplus,

21151 Disposition of Rule II (¢) proceed-
ings against.certifying accountant
falling to observe appropriate
audit requirements as to financial
statements of broker-dealer under
Rule X-17A-5 (17 CFR, 240.175-5).

21152 Presentation in financial statements
of Federal income and excess
profits taxes In cases where a com-
pany for which individual state-
ments are filed pays its tax as a
member of & consolidated group of
companies,

21153 Statement of the Commission's opin-
fon regarding “Charges in Lieu of
Income Taxes" and “Provisions for
Income Taxes" in the Profit and
Loss Statement,

211.54 Statement upon sdoption of Amend-
ment of Rule 5-03 of Regulation
8-X (17 CFR, 210.5-08).
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Sec,

21155 Proposed revision of Article 6 of
Regulations S-X (17 CFR, Part
2i0).

§ 211.0 Treatment of Federal income
and excess profits taxes and surtar on
undistributed profits. Recently you re-
quested my * opinion with respect to the
treatment of Federal income and excess
profits taxes and surtax on undistributed
profits in financial data included in reg-
istration statements filed with this Com-
mission,

In my opinion, provision should be
made in the profit and loss or income
statement. for each of these taxes,
whether the period covered by such
statements is & full year or only & part
thereof. If such provision is based, of
necessity, substantially on factors the
certainty of which is in doubt, this fact
should be indicated and footnotes should
be appended to the financial statements
explaining such qualification.

It may, however, be impracticable, if
not impossible, because of uncertainty
with respect to the registrant’s dividend
policy or the status of contract provisions
restricting dividend payments, to deter-
mine or accurately estimate the liability
for surtax on undistributed profits. In
this event, no provision for this tax need
be made but the omission thereof should
be explained by footnote to the financial
statements indicating therein the ap-
proximate maximum amount involved.

The surtax on undistributed profits
should be shown in the profit and loss or
income statement separately from other
Federal income taxes and if no such tax
is incurred by the company, that fact
should be indicated. [Securities Act Re-
lease No, 1210, January 6, 1937)

§211.1 Treatment of losses resulting
Jrom revaluation of assets. The question
under discussion concerns the propriety
of a charge (representing a reduction
from net cost values of plant and equip-
ment to a valuation established by the
executive officers of your company) to
capital surplus instead of to earned sur-
plus. The capital surplus to which this
charge was made was created pursuant
to resolutions of the stockholders and
directors providing for the reduction of
the par value of the issued and outstand-
ing common stock for the specific pur-
pose of taking care of this revaluation
of plant and equipment.

It is my * understanding that the plant
and equipment were originally built for,
and have untfl & few years ago been
operated in, the manufacture of a class
of goods the production of which has been
discontinued. Under these conditions,
some of the buildings and equipment
became useless or obsolete, several of the
buildings having been razed prior to the
write-off and others subsequently, Other
portions of the plant were of unduly large
capacity for planned future require-
ments. The write-downs in question
were made in accordance with the in-
structions of the directors and stock-
holders as stated in their respective reso-
lutions; namely, “to the degree consid-
ered proportionate to the condition of
each such asset with respect to the state

3 Chtef Accountant,
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of being partially or wholly obsolete, of
over-capacity, of lessened utility value,
of too high book value in comparison with
replacement cost, or unduly costly in
operation.” |

To my mind, the reyaluation of the
assets involved was simply a recognition
by the company, as of the date of the
write-down, of an accumulation of de-
preciation in values incidental to the
risks involved in the ordinary operation
of its business, This depreciation did not
occur as of a given date; it took place
gradually over a period of years coinel-
dent with the evolution of the industry,
Thus it was an element of production
costs applicable to an indefinite period
prior to the write-down and as such
would have been charged against income
had it been discerned and provided for
currently.

1t is my conviction that capital surplus
should under no circumstances be used to
write off losses which, if currently recog-
nized, would have been chargeable
against income. In case a deficit is
thereby created, I see no objection to
writing off such a deficit against capital
surplus, provided appropriate stockholder
approval has been obtained. In this
event, subsequent statements of earned
surplus should designate the point of
time from which the new surplus dates.

Accordingly, in my opinion, the charge
here in question should have been made
against earned surplus. In view of the
stockholder action that has been taken, I
see no objection to the deficit in earned
surplus resulting from this write-off

being eliminated by a charge to the capi-
tal surplus created by the restatement of

capital stock, [Accounting Series Re-
lease No, 1, April 1, 1937]

§ 211.2 Independence of accountants;
relationship to regisirant., The Securi-
ties and Exchange Commission from time
to time has been called upon to deter-
mine whether, in a particular case, the
relationship existing between a registrant
and an accountant was of such a nature
as to prevent him from being considered
independent for the purpose of certifying
financial statements to be flled in con-
nection with the registration of securi-
ties under the Securities Act of 1933 and
the Securities Exchange Act of 1934,

In response to such requests, the Com-
mission has taken the position that an
accountant cannot be deemed to be in-
dependent if he is, or has been during
the period under review, an officer or
director of the registrant or if he holds
an interest in the registrant that is sig-
nificant with respect to its total capital
or his own personal fortune.

In a recent case involving a firm of
public accountants, one member of
which owned stock in a corporation con-
templating registration, the Commission
refused to hold that the firm could be
considered independent for the purpose
of certifying the financial statements of
such corporation and based its refusal
upon the fact that the value of such
holdings was substantial and constituted
more than 1 percent of the partner’s
personal fortune. [Accounting Series
Release No. 2, May 6, 1937]

§211.3 Treatment of investments in
subsidiaries in consolidated statements.

You have requested my* opinion con-
cerning the propriety of the practice
whereby the subject company, in con-
solidat its accounts with those of its
subsidiaries, eliminated from its invest-
ment account, only the par or stated
value of the stocks of subsidiaries.

It is my understanding that:

(a) The aggregate cost of these in-
vestments to the parent company was
in excess of its proportionate interest
in the equities in the net assets of the
subsidiaries as shown on the books of
the latter,

(b) The parent’s equities in the sur-
pluses of the subsidiaries at the dates
their stocks were acquired by the par-
ent were included as part of consoli-
dated surplus. .

(¢) The amount of the parent’s in-
vestment account not eliminated was
shown as an asset on the consolidated
balance sheet, designated “excess of cost
over par or stated value of the securities
of subsidiaries eliminated in consoli-
dation."

The acquisition by one company of
the controlling stock interest in another
constitutes, in effect, the acquisition of

the assets of the acquired company sub-

ject to its liabilities and the interests of
minority stockholders. The values of
such assets, after deducting the labili-
ties and minority interests, constitute
the equity of the parent in the sub-
sidiary and the book value of such equity
is equal to the par or stated value of
the stock(s) owned by the acquiring
company plus the portion of the sur-
plusfes) of the subsidiary applicable
thereto.

The purpose of a consolidated balance
sheet is to reflect the financial condition
of a parent company and its subsidiaries
as if they were a single organization,
Thus, in such a balance sheet, the par-
ent company’s equities in net assets of
subsidiaries are substitued for its invest-
ments therein., This substitution is ef-
fected by eliminating from the par-
ent company’s investment account an
amount equal to the par or stated value
of the subsidiaries’ stocks owned by the
parent and its proportionate share of
their surpiuses at acquisition. Any part
of the parent's investment account re-
maining (representing the excess cost
thereof over the equities in the net assets
represented thereby) may properly be
retained among the consolidated assets.

The foregoing consolidation procedure,
which, in my' opinion, conforms to
sound and generally accepted account-
ing practice, has not been followed by
the subject company. Instead, by elim-
inating only an amount equal to the par
or stated value of the subsidiaries’ stocks
from the parent company’s investment
account, consolidated assets and surplus
are overstated in an amount equal to the
parent’s proportionate share of the sur-
pluses of the subsidiaries as at the re-
spective dates of the acquisition of their
stocks. [Accounting Series Release No.
3, September 13, 1937]

§ 211.4 Administrative policy on finan-
cial statements. In cases where financial
statements flled with this Commission

1 Chief Accountant,
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pursuant to its rules and regulations un-
der the Securities Act of 1933 or the
Securities Exchange Act of 1934 are pre-
pared In accordance with accounting
principles for which there is no substan-
tial authoritative support, such financial
statements will be presumed to be mis-
leading or inaccurate lespite disclosures
contained in the certificate of the ac-
countant or in footnotes to the state-
ments provided the matters involved are
material. In cases where there is a dif-
ference of opinion »etween the Commis-
sion and the regisirant as to the proper
principles of accounting to be followed,
disclosure will be accepted in lieu of cor-
rection of the financial statements them-
selves only if the points involved are such
that there is substantial authoritative
support for the practices followed by the
registrant and the position of the Com-
mission has not previously been ex-
pressed in rules, regulations, or other
official releases of the Commission, in-
cluding the published opinions of its
chief accountant, [Account Series Re-
lease No. 4, April 25, 19381

§211.5 Treatment of dividends on
corporation’s own capital stock held in
sinking-fund. You have asked whether
it is proper for a corporation to treat as
income dividends applicable to shares of
its own stock held in a sinking-fund.

In my*® opinion dividends on a cor-
poration’s own stock held in its treasury
or In sinking or other special funds
should not be included in income. The
treatment of such dividends as income
results in an inflated showing of earnings
fnasmuch as the earnings from which
dividends are pald have already been
included in income or surplus either dur-
ing the current or prior accounting
periods,

When a corporation's own stock is held
in a sinking or other special fund, the
requirements in respect of which are
such that earnings accruing to the se-
curities held therein must be added to
the fund, dividends applicable to the cor-
poration’s own stock so held should, nev-
ertheless, not be treated as income.
[Accounting Series Release No. 5, May
10, 19381

§2116 Treatment of excess of pro-
ceeds from sale of treasury stock over
cost thereof. Question has been raised
with respect to the proper treatment of
an item of $488,211.83 representing “ex-
cess of proceeds from sale of 12,200 re-
acquired shares of the company'’s capital
stock over the cost thereof.” These
shares represent part of 41,400 shares of
the capital stock of the registrant, a
manufacturing company, reacquired by
it prior to the year 1934 “for the pur-
pose of resale when market conditions
improved."

Under the laws of most states there
are certain legal restraints upon the is-
suance of new shares that do not apply
to the sale of treasury shares. However,
from an accounting standpoint, there
appears to be no significant difference
in the final effect upon the company be-
tween (1) the reacquisition and resale
of & company's own common stock and
(2) the reacquisition and retirement of
such stock together with the subsequent
{ssuance of stock of the same class.
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It is recognized that when capital stock
is reacquired and retired any surplus
arising therefrom is capital and should
be accounted for as such and that the
full proceeds of any subsequent issue
should also be treated as capital. Trans-
actions of this nature do not result in
corporate profits or in earned surplus.
There would seem to be no logical rea-
son why surplus arising from the reac-
quisition of the company’s capital stock
and its subsequent resale should not also
be treated as capital,

In my ' opinion the $488,211.83 excess
of proceeds from the sale of 12,200 re-
acquired shares of this registrant’s capi-
tal stock over the cost thereof should be
treated as capital stock or capital sur-
plus as the circumstances require. [Ac-
cou;lunx Series Release No. 6, May 10,
1938]

§ 211.7 Commonly cited deficiencies in
financial statements filed under the Se-
curities Act of 1933 and the Securities
Exchange Act of 1934. As an aid to reg-
istrants and their accountants in the
preparation of financial statements to
be filed with this Commission pursuant
to the Securities Act of 1933 and the
Securities Exchange Act of 1934 there is
submitted herewith a list of the more
common deficiencies which it has been
found necessary to cite in connection
with financial data included in registra-
tion statements flled with this Commis-
sion.

It will be noted that many of the de-
ficiencies cited do not involve any im-
portant problem in accounting and that
some involve simply the failure to follow
the express regulations and Instructions
of the Commission.

It is thought that if particular atten-
tion is given to the-items comprising this
list and to the instructions pertaining
thereto, contained in the Commission's
forms and regulations, considerable in-
convenience and expense to registrants
will be avolded and the work of the
Commission’s staff in reviewing the
statements filed will be greatly facili-
tated.”

(a) Accountants’ certificates. (1) Ac-
countant’s opinion in respect of (1) the
financial statements of, and (2) the ac-
counting principles and procedures fol-
lowed by the registrant, not clearly
stated.

(2) Use of equivocal phrases such as
“subject to the foregoing,” “subject to
the above comments,"” “subject to com-
ments and explanations in exhibits,”
“subject to the accompanying com-
ments,” ete,

(3) A reasonably comprehensive
statement as to scope of the audit made
not included In the certificate.

(4) Adequate audit not made by cer-
tifying accountant. In this connection
attention is directed to the regulation
that accountants shall not omit “any
procedure which independent public ac-
countants would ordinarily employ in
the course of a regular annual audit.”

(5) Failure to certify all financial
statements required to be submitted,

! Chilef Accountant,

*Letter from Chlef Accountant, to ace
countants practicing before the Securities
and Exchange Commission.

e. g., fallure to certify profit and loss
statement as well as balance sheet, and
fallure to certify statements of regis-
trant as well as statements of registrant
and subsidiaries consolidated.

(6) Financial statements and sup-
porting schedules covered by the certifi-
cate not clearly identified.

(7) Certifying that the accounting
principles followed by the registrant are
in accordance with the system of ac-
counts prescribed by a State regulatory
body, or in a particular industry, but
without indicating whether the practice
of the registrant is in accordance with
generally accepted accounting principles
and procedures.

(8) Effect upon the financial state-
ments of substantial changes in ac-
counting poli¢ies of the registrant not
commented upon and explained by the
certifying accountants,

(9) Effect upon the financial state-
ments of the registrant’s failure to fol-
low generally accepted accounting prin-
ciples and procedures not commented
upon and explained by the certifying
accountants.

(10) Disclaimer of responsibility on
the part of the certifying accountants
with respect to matters clearly within
their province,

(11) Reservations on the part of the
certifying accountants with respect to
matters nof within their province which
might indicate that apparently the ac-
countants were not satisfied that such
matters as legal titles, outstanding lia-
bilities, etc.,, were properly reflected in
the financial statements,

(12) Certificate undated, or not man-
ually signed.

(b) Consolidated financial state-
ments—(1) Balance sheets, (1) Faflure
to include footnote indicating the method
followed in dealing with the difference
between the Investment in subsidiaries,
as shown in the parent’s books, and the
parent’s equity in net assets of the sub-
sidiaries, as shown in the books of the
latter and to state the amount of such
difference.

(1) Amount of the minority interest
in the capital and in the surplus of the
subsidiaries consolidated not stated sepa-
rately in the consolidated balance sheet.

(iif) Failure to state, as required, the
principle adopted in determining the in-
clusion and exclusion of subsidiaries in
each consolidated balance sheet.

(iv) Improper treatment, in consoli-
dation, of surpluses of subsidiary com-
panies existing at date of acquisition by
parent company., (See Accounting Series
Release No. 3) (17 CFR, 211.3)

(2) Profit and loss statements. (1)
Preparation of consolidated profit and
loss statement on a different basis than
the consolidated balance sheet, e. g., in-
clusion in the consolidated profit and loss
statement income and expenses of sub-
sidiaries whose assets and liabilities are
not reflected in the consolidated halance
sheet but for which separate balance
sheets are submitted,

(i) Failure to eliminate Intercompany
items, or to explain satisfactorily the rea-
sons for not eliminating such items.

(c) Balance sheet—(1) Assets. (i)
Fallure to state total of current assets
and to designate the total.
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(i) Inclusion among current assets of
assets not realizable within 1 year, ex-
cepting where recognized trade practices,
which are stated, permit otherwise,

(i) Classification, in the parent com-
pany’s balance sheet, of receivables from
subsidiaries as current assets, in cases
where the subsidiaries elassify thelr ob-
ligations to the parent company as non-
current,

(iy) Failure to indicate, where re-
quired, assets hypothecated or pledged.

(v) Failure to disclose, with adequate
explanation, assets held conditionally.

(vi) Classification as marketable secu-
rities, securities not having a ready mar-
ket.

(vil) Failure to state, where required,
the basis of determining the balance
sheet amounts of investment or market-
able securities, In this connection the
term “book value” is unacceptable.

(viif) Fallure to state parenthetically
the aggregate quoted value of investment
and marketable securities when not
shown on basis of current market.

(ix) Failure to reduce the carrying
value of investments in subsidiaries to
the extent of any dividends recefved
thereon out of surplus of such sibsidiaries
existing at date of acquisition.

(x) Inclusionin trade accounts receiv-
able of accounts not properly within such
‘category.

(xi) Failure to state separately in the
balance sheet, or in a schedule therein
referred to, major classes of inventory
such as (a) raw materials; (b) work in
process; (c) finished goods; and (d) sup-
plies, or to use any other classification
reasonably informative.

(xii) Basis of determining the
amounts of the inventories as shown in
the balance sheet not stated.

(xiil) Reserve for depreciation on ap-
preciated value of fixed assets not pro-
vided.

(xiv) Inclusion in carrying values of
fixed assets, expenditures not properly
includible therein, such as discount or
commissions or capital stock and promo-
tion expenses.

(xv) Method used in amortizing debt
discount and expense not stated.

(xvl) Failure to explain what provi-
sions have been made for writing off dis-
counts and commissions on capital stock,

(xvil) Where treasury stock is carried
as an asset, faflure to state reasons for
such practice.

(xviil) Failure to state separately the
amount of reacquired long-term debt of
the registrant.

(xix) Absence of a reserve for doubt-
ful accounts not explained.

(d) Liabilities, (1) Failure to state
total of current labilities and to desig-
nate the total.

(2) Inclusion, with general reserves,
of accruals for taxes which are actual
liabilities,

(3) Fallure to state separately by
years, where required, the total amounts
of the respective maturities of long-term
debt,

(4) Accounts and notes payable, and
accruals, not segregated as required.

(5) Deferred income not set out sep-
arately.

(6) Fallure to disclose, with full par-
ticulars, all contingent liabilities.
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(e) Capital stock. (1) Aggregate
capital stock liability of each class of
stock not stated separately.

(2) Fallure to show the number of
shares authorized, in treasury, and out-
standing.

(3) Assigned or stated value of no par
value stock not indicated.

(f) Surplus. (1) Failure to show In
balance sheet the division of surplus into
various classes, in cases where registrant
has differentiated in its accounting for
surplus.

(2) Use of capital surplus to absorb
write-down in plant and equipment
which should have been charged to
earned surplus. (See Accounting Series
Release No. 1 (17 CFR. 211.1))

(3) Failure to date earned surplus ac-
count after deficit has been eliminated
(with stockholders’ approval) by &
charge to capital surplus.

(4) Failure to state amount of surplus
restricted (a) because of acquisition of
company's own stock and (b) to the ex-
tent of the difference between par, as-
signed or stated value of preferred stock
and the liquidating value of such stock.

(5) Deficit not clearly designated in
the balance sheet.

(6) Treatment of surplus of subsidiary
at date of acquisition as earned surplus,

(g) Profit and loss statement. (1)
Charges made to surplus rather than
profit and loss for expenses or losses
properly attributable to current opera-
tions,

(2) Crediting profit apd loss rather
than surplus for sale of assets previously
written off by a charge to surplus.

(3) When opening and closing inven-
tories are used in determining cost of
goods sold, fallure to state basis of de-
termining the amount of such inven-
torles,

(4) Where no depletion or deprecia-
tion has been provided, fallure to indicate
that fact and the effect upon current op-
erations in the profit and loss statement.

(5) Fallure to state basis of conver-
sion of all items in foreign currencies,
and the amount and disposition of result-
ing unrealized profit and loss when sig-
nificant,

(8) Gross sales net of discounts, re-
turns, and allowances not shown in profit
and loss statement,

(7) Failure to state separately, as re-
quired by instructions, gross sales and
operating revenues when the lesser
amount is more than 10 percent of the
sum of the two items.

(8) Selling, general, and administra-
tive expenses not segregated in profit
and loss statement,

(8) Failure to explain in footnote to
profit and loss statement, effect of change
in significant accounting principle or
practice.

(10) Failure to show separately from
other taxes surtax on undistributed prof-
its or failure to state expressly that no

liability existed for such tax. (See Se--

curities Act of 1935 Release No. 1210.)

(11) Principle followed in determining
the cost of securities sold not stated, e. ¢.,
“average costs,” “first-in, first-out,”
“specific certificate or bond.”

(12) Failure to state basis of taking
profits into income when sales are made
on an installment or other deferred basis.

No. 189-—2

(13) Failure to refer in profit and loss
statement to supporting schedule when
analysis of certain expenses is presented
in such schedule,

(h) Schedule of property, plant, and
equipment, (1) Fallure to show prop-
erty by major classifications such as land,
buildings, equipment, leaseholds, etc.,
where required.

(2) Nature of changes in property,
plant, and equipment during the year
not explained clearly, and accounts af-
fected not indicated.

(3) Failure to explain fully policy of
amortization and/or depreciation of
property, plant, and equipment credited
directly to asset accounts.

(i) Schedule of reserves for deprecia-
tion, depletion, and amortization of fixed
assets, (1) Faflure to follow instruc-
tions: “State the company's policy with
respect to the provisions for depreciation,
depletion, and amortization or reserves
creatsd in lieu thereof during the fiscal

(2) Failure to comply with the instruc~
tions: “Where practicable, reserves shall
be shown to correspond with the classifi-
cations of property in [property sched-
ule] separating especially depreciation,
depletion, and amortization.”

(8) Charges to reserves other than re-
tirements, renewals, and replacements,
not adequately described as required by
instructions.

(J) Schedule of intangible assets. (1)
Intangible assets not listed by major
classes as required by instructions.

(2) Faflure to state policy with respect
to provisfons for depreciation and amor-
tization of Intangible assets in cases
where a separate schedule for such re-
serves is not provided,

(k) Schedule of reserve for deprecia-
tion and/or amortization of intangible
assets. (1) Failure to comply with in-
structions: “State the company’s policy
with respect to the provisions for de-
preciation and amortization of intan-
gible assets, or reserves created in leu
thereof."”

(1) Schedule of funded debt. (1) Each
issue of funded debt not designated fully
as required by Instructions.

(m) Schedule of reserves. (1) Fallure
to reflect all changes in reserves during
the year and to properly describe major
charges thereto. '

(n) Schedule of capital stock. (1)
Failure to list each issue of capital stock

of all corporations in a consolidated

group, whether eliminated in consolida~
tion or not.

(2) Treatment of unissued stock as
treasury stock.

(o) Schedule of surplus. (1) Failure to
show division of surplus into classes when
required by instructions,

(2) Analysis of surplus account not in-
cluded either in balance sheet or as &
continuation of the profit and loss state-
ment, or in a schedule referred to in the
balance sheet.

(3) Fallure to describe in detail miscel-
laneous additions to and deductions from
surplus,

(p) Schedule of enalysis of certain
expenses in profit and loss statement.
(1) Amounts charged to costs and those
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charged to other profit and loss items not
gated.

(2) Failurc to report in this schedule
all expenses pertaining to maintenance
and repairs.

(3) Items in this schedule at variance
with other statements or schedules.

(q) Schedule of income from dividends.
(1) Failure to show as required in column
C of this schedule the “amount of equity
in net profit and loss for the fiscal year™
of affiliates, notwithstanding the fact
that no dividends were received during
the year from affiliates,

(2) Fallure to show separately for each
affiliate the “amount of dividends" and
the “amount of equity in pet profit and
loss for the fiscal year” when registrant
does not meet requirements that these
items may be reported in total only when
substantially all the stock and funded
debt of the subsidiaries are held within
the affiliated group. [Accounting Series
Release No. 7, May 16, 1938]

§ 211.8 Creation by promotional com-
panies of surplus by appraisal. In con-
nection with a registration statement, an
industrial company in its promotional
stages with no record of business or
earning capacity, filed a balance sheet
in which property, plant, and equipment,
acquired in ?n arm’s length transaction
at a cost ol $200,000, was carried at
$720,042.81 which represented its “sound
value” derived from an independent ap-
praisal of the estimated “replacement
value new less (observed) depreciation.”
Thus the balance sheet figure exceeded
cost by $520,042.81, which excess was
carried as “surplus arising from revalua-
tion of property.”

In the appraisal report filed, the term
“sound value" was qualified by the ap-
praiser as being “The vaiue for use by a
going concern having prospects for the
profitable use, at normal plant capacity,
of the properties appraised.”

The registrant was required to amend
its balance sheet to eliminate the surplus
and to show the fixed assets at cost.
[Accounting Series, Release No, 8, May
20, 19381

§2119 Presentation of stock having
preferences on involuntary lquidation
in excess of par or stated value. Inquiry
has been made with respect to the proper
presentation in statements filed with the
Commission of preferred or other senlor
classes of capital stock having prefer-
ences on involuntary liquidation in ex-
cess of the par or stated value. In such
cases the method of presentation is of
importance in order to reflect fully and
adequately the equities of the various
classes of stockholders, and to Indicate
the status of surplus particularly from a
dividend standpoint.

As required by the regulations of the
Commission there should be set forth in
the balance sheet for each class of stock
(1) the number of shares (2) authorized
and (b) outstanding; (2) the par value
per share or, if no par value, the stated
or assigned value per share, if any; and
(3) the aggregate capital stock liability
thereof. In addition, it is my* opinion
that in the case of preferred stock the
preferences on involuntary liquidation

* Chief Accountant,

Re——r




10916

if other than the par or stated value, and
the dividends in arrears, if any, should
be shown (preferably in the balance
sheet) both per share and in the aggre-
gate for each class of such stock.

As a means of further disclosure when
the excess involved is significant there
should be shown in the balance sheet or
in footnotes thereto (1) the difference
between the aggregate preference on in-
voluntary liquidation and the aggregate
par or stated value; (2) a statement that
this difference, plus any arrears in divi-
dends, exceeds the sum of the par or
stated value of the junior capital and
the surplus, if such is the case; and (3)
a statement as to the existence of any
restrictions upon surplus growing out of
the fact that upon involuntary liquida-
tion the preference of the preferred stock
exceeds its par or stated value.

The Securities and Exchange Com-
mission also issued today the following
statement of administrative policy In
connection with the problem discussed
in the above opinion,

In addition to requiring disclosure of
the pertinent facts outlined in the above
opinion, it is the administrative policy
of the Commission when the excess in-
volved is significant to require as a means
of further disclosure that there be filed
as an exhibit an opinion of ‘counsel as to
whether there are any restrictions upon
surplus by reason of the difference be-
tween the preference of the preferred
stock on involuntary liquidation and its
par or stated value and also as to any
remedies available to security holders be-
fore or after the payment of any divi-
dend that would reduce surplus to an
amount less than the amount by which
the aggregate preference of such stockon
involuntary liguidation exceeds its aggre-
gate par or stated value, Such opinion
of counsel should set forth any applicable
constitutional and statutory provisions
and shouldrefer to any decisions which,
in the opinion of counsel, are controlling.

[Accounting Series Release No. 9, De--

cember 23, 1938)

§211.10 Treatment of unamortized
bond discount and expense applicable to
bonds retired prior to maturity with pro-
ceeds from sale of capital stock. Ques-
tion has frequently been raised as to the
proper treatment to be accorded unamor-
tized debt discount and expense appli-
cable to bonds which, prior to maturity,
have been retired by the use of funds
derived from the sale of capital stock,
As generally presented, the inguiry re-
lates to the propriety of carrying such
unamortized debt discount and expense
as & deferred charge and amortizing it
over the remaining portion of the orig-
inal life of the retired bonds.

While it may be permissible to retain
on the books and amortize any balance
of discount and expense applicable to
bonds refunded by other evidences of in-
debtedness, similar treatment is not or-
dinarily acceptable, in my' opinion,
when funds used to retire the existing
bonds are derived from the sale of capi-
tal stock. In such cases it {s my opinion

that, as a general rule, sound and gen- «

erally accepted accounting principles

I Chief Accountant,

and practice require that the unamor-
tized balance of the debt discount and
expense applicable to the retired bonds
should be written off by a charge to
earnings or earned surplus, as appro-
priate, in the accounting period within
which the bonds were retired. [Account-
1:;3 Series, Release No, 10, December 23,
1938).

§ 211.11 Consolidation of foreign sub-
sidiaries of domestic corporations. In-
quiry has been made as to the propriety
of including in consolidation with do-
mestic corporations foreign subsidiaries
whose operations are effected in terms of
restricted foreign currencies, or whose
assets and operations are endangered by
the war conditions prevatling abroad.

Foreign currency restrictions and war
conditions are of such significance with
respect to subsidiaries operating in af-
fected territories as to require, in my*
opinion, that registrants consider care-
fully their policy with respect to the in-
clusion of such subsidiaries in consoli-
dated financial statements. It is my
opinion in general that the consolidation
of such foreign subsidiaries with the do-
mestic parent and other domestic or for-
eign subsidiaries may be misleading.
However, if, notwithstanding the exist-
ence of exchange restrictions and war
conditions affecting certain foreign sub-
sidiaries at the time the financial state-
ments are prepared, the Inclusion of
such foreign subsidiaries in the consoli-
dated statements is considered desirable
and in the particular case will not pre-
vent & clear and fair presentation of the
financial condition and the results of op-
erations of the registrant and its sub-
sidiaries, their inclusion is ordinarily
permissible. If included, -however, dis-
closure should be made as to the effect,
insofar as this can be reasonably deter-
mined, of foreign exchange restrictions
and war conditions upon the  consoli-
dated financial position and operating
results of the registrant and its sub-
sidlaries,

In any case, the existence of currency
restrictions and war conditions requires
that careful consideration should also
be given to the question of providing,
and, if provision appears necessary, the
extent of such provifion, for impairment
of the registrant’s investment in such
foreign subsidiaries by reason of the pre-
vailing conditions and losses suffered by
such subsidiaries. [Accounting Series
Release No. 11, January 10, 1940]

§211.12 Adoption of Regulation S-X
(17 CFR, Part 210)—Amendments to
Form 15* and Form 17 (17 CFR, 249.15,
217). In connection with the adoption
of Regulation 8-X (17 CFR, Part 210),
the following statement was made,

The new single accounting regulation will
be substituted for the several existing sets
of accounting instructions which have here-
tofore applied to the various forms, More-
over, the new regulation will have the ef-
fect of simplifying amendments and inter-
pretations of accounting rules, inasmuch as
such amendments and Interpretationa will
apply to a single regulation Instead of to &

, variety of requirements.

* Rescinded August 28, 1042,
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In general, the new regulation consti-
tutes a codification of existing instruc-
tions as to the form and contents of
financial statements as now contained
in each of the several forms listed. In-
structions as to the dates and periods
for which financial statements are re-
quired to be filed, however, will be found
in the respective forms.

‘As now o , the regulation is
subdivided into 12 articles. The first 4
articles contain rules of general appli-
cation, The next 6 articles prescribe,
respectively, the form and content of
financial statements for commercial and
industrial companies, investment com-
panies, insurance companies, commit-
tees issuing certificates of deposit, bank
holding companies, and natural persons,
The remaining articles deal with the
form and content of surplus statements
and supplementary schedules, A com-
prehensive table of contents is included.
- Some new requirements have been
added in the new reguldtion, principally
with a view to obtaining more informa-
tive disclosure as to such accounting
policies as depreciation, depletion, and
maintenance and as to such matters as
advances fo and from affiliates, direc-
tors, and officers. Additional flexibility
to the requirements has been given
through extension of the rules permit-
ting the elimination of schedules and
special information when the amounts
involved are not material,

The new regulation incorporates a
considerable number of the many well-
considered and helpful suggestions re-
ceived from the large group of account-
ants, registrants, and others, including
representatives of the professional so-
cleties, to whom a tentative revision of
the instructions was made available.

In view of the pending proceedings in
the matter of McKesson and Robbins,
Incorporated, -and several other cases,
the rules governing certification by ac-
countants, although altered and clari-
fied in some respects, have been retained
in substantially the form now found in
the General Rules and Regulations un-
der the Securities Act of 1933 (17 CFR,
Part 239) and the several major forms
under the 1933 and 1934 Acts. Upon
completion of these proceedings, how-
ever, such rules are to be reconsidered
with a view to revisions deemed neces-
sary as a result of these cases.

The amendment to Form 15 and Form
17 and to the related instruction books is
not reproduced here, [Accounting Se-
ries Release No. 12, February 21, 18401

§211.13 Form of accountants’ certifi-
cate. In a recent case a registrant had
not maintained cash books, journals,
other books of original entry or ledgers
during the period covered by the financial
statements filed by it with the Commis-
sion, Iis files, however, contained orig-
inal underlying data such as canceled
checks, check stubs, bank statements,
purchase orders, vendors' invoices, sales
orders, and duplicate sales invoices.

In order to prepare financial state-
ments it was deemed necessary by the
independent accountants who certified
the statements that the cash transactions
and sales be recorded in books of original

.entry and in turn posted to a general
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ledger and that the books then be ad-
justed to an accrusl basis, The entry
and analysis of the transactions in for-
mal books of account were carried out by
one. of the firm’s junior accountants,
joaned on a per diem basis, and by an
officer of the company. The accountants
maintained that this preliminary work
consisted merely of classifying and sum-
marizing records of transactions pre-
pared by employees of the company at
the time of the transaction. However,
in many cases notations as to the purpose
of disbursements had not been made on
the check stubs contemporaneously with
the transaction and accordingly it was
necessary to rely in such cases upon the
memory of an officer of the registrant in
classifying and recording disbursements,

Upon the completion of this prelim-
fnary work the certifying accountants
found that satisfactory determination
had not been made of the balances in
certain of the registrant’s asset, lHability
and income and expense accounts. In
the second or audit phase of the engage-
ment the accountants therefore deemed
it necessary to undertake work of a spe-
cial nature and {n some instances to make
original determinations as to the amounts
of such accounts.

As an illustration of the condition of
the accounts, it may be pointed out that
in making their examination the ac~
countants determined that certain pay-
ments by customers had not been re-
flected In the accounts. Upon inquiry
the ~ accountants learned that the
amounts unaccounted for had been re-
ceived for the account of the registrant
by a company affiliated with the regis-
trant, or by an officer of the registrant,
or by the registrant’s principal vendor.
These amounts were thereafter taken
into consideration by the accountants in
determining the balances due to the
affiliate, the officer, and the supplier, as
well as in accounting for the proceeds of
sales and the balances due from cus-
tomers. It thus appears that the ac-
countants rather than employees of the
registrant made the only realistic deter-
mination of these particular balances
and that such determination was not
based solely on underlying records of the
registrant made by its employees, con-
temporaneously with the transaction,

After thus ascertaining that a balance
of $54,000 was owing by the registrant to
its affiliate as of December 31, 1938, the
accountants requested a written con-
firmation of this amount from the affil-
jate. After a confirmation of the
amount had been recelved, the account-
ants in the course of other necessary
work learned of transactions which ap-
peared to reduce the amount owing by
the registrant to its affiliate to $39,000.
Confirmation of this new amount, $15,000
less than the original balance, was also
requested and obtained from the affiliate
in due course, This difference was in
large part accounted for by a deposit by
the registrant with a vendor in connec-
tlon with & purchase order. Sub-
sequently, the vendor palds over to the
registrant's affiliate the amount of the
deposit as a refund. However, the officer
responsible for the accounts of both the
registrant and its afiliate apparently had
no knowledge of this transaction until

discovered by the accountants and called
to his attention. Thus it appears that
at no time had either of these companles
independently determined, the status of
the account between them. Similar con-
fusion existed In the registrant’s ac-
counts with its officers and with its
principal vendor.

Such circumstances as these led the
accountants to extend their investiga-
tions to such an extent as to approach
the character of a detailed audit. Upon
the completion of the audit entries were
prepared by the accountants for the pur-
pose of adjusting the registrant’s ac-
counts to reflect the proper assets and
liabilities and to place the accounts on
an accrual basis. In my' opinion, these
entries were of a character and extent
that would not ordinarily be effected in
the course of an audit such as is con-
templated by the form of certificate
furnished by these accountants.

Notwithstanding these unusual cir-
cumstances the certificate furnished by
the accountants to accompany the finan-
cial statements filled with the Commis-
sion stated that:

In connection therewith we examined or
tested accounting records of the corporation
and other supporting evidence and obtained
information and explanations from its offi-
cers and employees and made substantial
tests of the Income and expense accounts for
the period under review.

The certificate also stated that the
financial statements:

* = + fairly present, in accordance with
accepted principles of accounting consist-
ently maintained by the corporation during
the period under review its position * * *
and the results of its operations * * ¢,

Disclosure of certain of the procedures
followed by the accountants was made in
notes to the registrant’s statement of
profit and loss. In addition various notes
to the registrant’s balance sheet con-
tained partial disclosure as to the scope
of the accountants’ audit with respect to
particular balance sheet accounts.

In my opinion when a registrant dur-
ing the period under review has not
maintained records adequate for the
purpose of preparing comprehensive and
dependable financial statements, that
fact should be disclosed. If, because
of the absence or gross inadequacy of
accounting records maintained by a
registrant, it I8 necessary to have es-
sential books of account prepared retro-
actively and for the accountant to en-
large the scope of the audit to the ex-
tent indicated in order to be able to
express his opinion, these facts also
should be disclosed, and I’* believe it is
misleading, notwithstanding partial dis-
closure by footnotes as in the instant
case, to furnish a certificate which im-
plies that the accountant was satisfled

3 Chief Accountant,

‘In this connection it should be noted
that under somewhat simlilar clreumstances
the Commission in stop-order opinions has
previously held that an accountant certi-
fying financial data is under a duty to dle-
close the existence of areas of information
about which there ia considerable doubt,
SBee Livingston Mining Company, 2 8. E, C,
141, 148; Platoro Gold Mines, Inc, 3 B, E. C,
872 (1938).

10917

to express an opinion based on & test-
check audit® Moreover, it is misleading,
ifn my opinion, to state or imply that
accepted principles of accounting have
been consistently followed by a regis-
trant during the period under review if
in fact during such period books of ac-
count were not maintained by a regis-
trant or were grossly inadequate, or if It
has been necessary for the accountant
to make pervasive and extraordinary
adjustments of the character under con-
sideration. [Accounting Series Release
No. 13, February 20, 1840]

§ 211,15 Description of surplus accru-
ing subsequent to effective date of quasi-
reorganization, Question has frequently
been raised as to the proper description
of the earned surplus account subse-
quent to the effective date of a quasi-
reorganization” I*' refer to the corpo-
rate procedure in the course of which &
deficit is charged to capital surplus pre-
viously existing or arising In the course
of the quasi-reorganization.

It is my opinion that sound accounting
practice ordinarily requires that a clear
report be made to stockholders of the
proposed restatements and that their
formal consent thereto be obtained. In
such a situation it is also essential, in my
opinion, that full disclosure of the pro-
cedure be made in the financial state-
ments for the fiscal year involved and
that any subsequent statements of sur-
plus should designate the point of time
from which the new earned surplus dates,

Furthermore, in view of the import-
ance of such proceedings, I am of the
opinfon that until such time as the results
of operations of the company on the new
basis are available for an appropriate
period of years (at least 3) any statement
or showing of eaxned surplus should, in
order to provide additional disclosure of
the occurrence and the significance of
the quasi-reorganization, indicate the to-
tal amount of the deficit and any charges
that were made to capital surplus in the
course of the quasi-reorganization which
would otherwise have been required to be
made agal income or earned surplus.

Reference is also made to the provi-
sions of Accounting Series Release No. 16
(17 CFR, 211.16) which indicates the
further disclosures that in my opinion
are necessary when the transfer of a defi-
cit to capital surplus has been effected
by resolution of the board of directors
but without approval of the stockholders,
such action being permissible under the
applicable state lJaw. [Accounting Series
Release No. 15, March 16, 19401

§$211.16 Disclosure of charge of deficit
to capital surplus without approval of
stockholders. Inquiry has frequently
been made as to the disclosure necessary
in financial statements filed with the
Commission under the Securities Act of

* Although not in question here, the status
of sccountants as independent experts may
be jeopardizéd when employees of the cer-
tifying accountants prepare the registrant’s
ledgers and books of original entry or when
the mceountants’ work becomes a substitute
for management's accounting of its stewnrd-
ship rather than & check upon that account-
ing. Cf. Interstate Hosicry Mills, Inc., 4
S, B. C. 708 (1930).
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1933 or the Securities Exchange Act of
1934 when a company has charged a
deficit to capital surplus without approy-
al of the stockholders, In a typical case
it was indicated that a company on Janu-
ary 1, 1939, had a deficit of $800,000 and
a capital surplus of $1,600,000 arising out
of the excess of the amount paid in for its
stock over the par value thereof and that
earned surplus since January 1, 1939,
amounted to $100,000. By resolution of
the board of directors, dated January 16,
1939, but without approval of the stock-
holders, the deficit had been charged off
to capital surplus. I'am informed that
under the applicable state law it was per-
missible to effect this restatement with-
out approval of the stockholders,

From the facts of this case it appeared
that the company sought to effect a
quasi-reorganization such as is referred
to In Accounting Series Release No, 15
(17 CFR, 211.15). However, as there
stated, it is my opinion that in such cases
sound accounting practice ordinarily re-
quires that a clear report be made to
stockholders of the proposed restatement
and that their formal consent thereto be
obtained. ' If, however, under the appli-
cable State law it s permissible to elimi-
nate a deficit without obtaining the for-

mal consent of stockholders and if such .

consent of stockholders is not obtained,
it is necessary in my opinion to make a
complete disclosure of all the attendant
facts and circumstances and their effect
on the company’s financial position in
each balance sheet and surplus statement
filed with the Commission thereafter.

Under the circumstances of the case
cited, it Is my opinion that, to effect the
minimum appropriate disclosure in the
surplus accounts, information should be
given in respect of subsequent earned
surplus in approximately the following
fashion:

Total deficit to Dec. 31, 1939 ____ 8700, 000
Less deficit at Jan, 1, 1939, ed
to capital surplus by resolution of
the board of directors and with-
out approval of stockholders,
such action being permissible
under the applicable State !ny- o5

Earned surplus since Jan. 1
L PR G LR RN ZT 100, 000

As an additional disclosure in situa-
tions to which the provisions of this re-
lease are applicable it has been the ad-
ministrative policy of the Commission to
require that in the registration state-
ment or other filing containing financial
statements first reflecting such action by
the directors there be included an ex-
planation of the action taken and an
indication of its possible effect on the
character of future dividends. Asan ex-
ample of an appropriate disclosure, there
may be cited the following paragraph:

It should be noted that on .. ____ by action
of the board of directors, without action by
the stockholders, the company charged off
[ S deficit in earned surplus against its
capital surplus, This proceedure will permit
the company in the future to reflect undis-
tributed ecarnings subsequent o ... as
earned surplus, instead of as a reduction of
the deficit charged off to capital surplus,
One result of this procedure is to permit the

! Chlef Accountant,

distribution, as ordinary dividends, of earned
surplus accruing subsequent 10 ... , With-
out regard to the deficit charged off to capital
surplus, Furthermore, If earnings subse-
quent t0 ...... are less than the deficlt writ-
ten off, distributions thercof may in effect
Tepresent distributions of capital or capital

surplus,

In view of the fact that no statement of
policy in such cases has previously been
announced, the policy has been adopted
of not insisting upon the additional dis-
closures outlined in the preceding para-
graphs if the restatement involved oc-
curred prior to December 31, 1938, or the
beginning of the period for which finan-
cial statements are required in the par-
ticular filing, whichever is earlier. [Ac-
counting Series Release No. 16, March
16, 1940]

§ 211.17 Use of natural business year
as basis for corporate reporting. You
have inquired as to the possibility, under
the rules administered by the Commis-
sion, of changing from the calendar-
year basis currently employed to a
fiscal-year basis for your financial state-
ments, You have also inquired as to the
method of reflecting the changed fiscal
year in the financial reports to be filed
with this Commission. In this connec-
tion I' may point out that the rules of
the Commission do not prescribe the use
of- any particular fiscal year for the
financial statements required. How-
ever, the advantages to be obtained from
the adoption of a fiscal-year-end date
which coincides with the lowest point
in the annual cycle of operations are
clear and to my mind have never been
shown to be outweighed by related dis-
advantages. Among the more important
advantages there may be mentioned the
probability of obtaining more complete
and reliable financial statements since
at the close of the natural business year
incomplete transactions, and such items
as inventories, would ordinarily be at a
minimum. Mention may also be made of

the fact that the general adoption of -

the natural business year would facili-
tate the work of public accountants by
permitting them to spread much of their
work throughout the caléndar year, and
thus ald them in rendering the most ef-
fective service to thelir clients.

In this connection, I call your atten-
tion to Rule X-13A-4 (17 CFR, 240.13a-4)
of the General Rules and Regulations
under the Securities Exchange Act of
1934 which includes, among other things,
the following specific provisions as to
the character of reports to be filed with
the Commission after a change in the
fiscal year. In the case of an interim
period of less than 3 months no separate
report is required. However, in such
case, the next annual report is to cover
the period up to the close of the follow-
ing full fiscal year and is to show sepa-
rate schedules and profits and loss state-
ments for the interim period, as well as
for such fiscal year. If the interim pe-
riod is more than 3 months, & separate
report comparable to the annual report
i3 required to be filed. If the interim
period is less than 6 months, the financial
statements in such report need not be
certified. However, if the statements
are not certified, the next annual report
shall include separate certified financial
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statements covering the interim period,
You will also note that if the fiscal date
is changed it is necessary, under the rule,
to notify the Commission within 10 days
thereafter. [Accounting Series, Release
No, 17, March 18, 1940)

§211.19 In the Matler of McKesson
& Robbins, Inc.; Summary of findings
and conclusions. File No. 1-1435-—Se-
;ur(iti)es Exchange Act of 1934, section

1(@).

This is a summary of our report on
the McKesson & Robbins hearings held
pursuant to our-order of December 29,
1938, under Section 21 (a) of the Securi-
ties Exchange Act of 1934.

The order for the hearings was based
upon evidence that the Information set
forth in the registration statement and
annual reports of McKesson & Robbins,
Incorporated, especlally the financlal
statements and schedules included
therein which were prepared and certi-
fled by Price, Waterhouse & Co., was
materially false and misleading. We
stated our purppse to be to determine:

(1) The character, detail and scope
of the audit procedure followed by Price,
Waterhouse & Co. in the preparation of
the financial statements included in the
said registration statement and reports;

(2) The extent to which prevailing
and generally accepted standards and
requirements of audit procedure were

* adhered to and applied by Price, Water-

house & Co. in the preparation of the
sald financial statements; and .

(3) The adequacy of the safeguards
inhering in the said generally accepted
practices and principles of audit proce-
dure to assure rellability and accuracy
of financial statements.

As directed, hearings commenced on
January 5, 1939, and continued, with
some necessary adjournments, through
April 25, 1939. Throughout the hearings
Price, Waterhouse & Co, were repre-
sented by counsel, as were all witnesses
who desired counsel. Opportunity was
accorded such counsel to examine wit-
nesses called by the Commission and to
call their own witnesses, In all, 46 wit-
nesses were examined. Of these, 9 were
partners and employees of Price, Water-
house & Co.; 12 were accountants of
other firms called to testify as experts;
1 represented the Controllers Institute
of America and 1 the American Institute
of Consulting Engineers; 2 were from
8. D. Leidesdorf & Co., accountants for
the Trustee of McKesson & Robbins; 1
was a person who prepared many of the
fictitious documents; 8 were employees
of McKesson & Robbins; 11 were Mc-
Kesson directors; and the last was a
Commission investigator, who was called
to identify certain documents. Through-
out, Price, Waterhouse & Co., the wit-
nesses, and their counsel extended the
fullest cooperation in facilitating the
conduct of the proceedings. The record
of the public hearings is contalned in
4,587 pages of testimony and 285 ex-
hibits comprising in excess of 3,000
pages. Coples of the draft of the full
report were Submitted to Price, Water-
house & Co. and their counsel, and their
criticism and brief thereon were con-
sldered by the Commission before issu-
ing this report.
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The full report based upon the testi-
mony and the exhibits and our study of
recognized anthoritative works on audit-
ing consists of five sections In the text
and five appendices as follows:

Section I. A summary of our findings and
conclusions;

Sectlon II. A brief statement reciting the
manner in which the fraud came to the at-
tention of the public and this Commission;

Section III. A description of the manner
in which the manipulation of the accounts
of McKesson & Robblns was carried out by
Coster-Musica and his associates;

Section IV, A description of the audit con-
ducted by Price, Waterhouse & Co.;

Section V. Our conclusions as to the Price,
Waterhouse & Co. audit of McKesson & Rob-

. bins, Incorporated, and as to the adequacy
of the safeguards inhering in generally ac-
cepted nuditing practices;

Appendix A. A brief summary of action
taken subsequent to the discovery of the
fraud by accounting organizations and others
interested in the work of independent public
accountants;

Appendix B. A comparison of those sec-
tions of the English Companies Act of 1020
dealing with appointment of suditors and
Horace B, Samuel's suggested amendments to
those sections of that Act;

Appendix C, Our order for public hearings
in this matter;

Appendix D. A list of all witnesses who
testified, with the page numbers of thelr
testimony;

Appendix E. A description of all exhibits
introduced in the hearings.

(@) Summary of prinicipal facts. The
securities of McKesson & Robbins, In-
corporated (Maryland) were listed and
traded on the New York Stock Exchange
and registered under the Securities Ex-
change Act of 1934, Financial state-
ments of the Corporation and its sub-
sidiaries for the year ended December
31, 1937 (the last before the disclosure
of the fraud hereinafter described), cer-
tified by Price, Waterhouse & Co., filed
with this Commission and the New York
Stock Exchange, and issued to stock-
holders reported total consolidated as-
sets in excess of $87,000,000. Approxi-
mately $19,000,000 of these assets are
now known to have been entirely ficti-
tious. The fictitious items consisted of
inventories, $10,000,000; accounts receiv-
able, $9,000,000; and cash in bank, $75,-
000; and arose out of the operation at
the Bridgeport offices of a wholly fic-
titious foreign crude drug business shown
on the books of the Connecticut Division
of McKesson & Robbins, Incorporated
(Maryland) and McKesson & Robbins,
Limited (Canada), one of its subsidiaries.
For the year 1937, fictitious sales in these
units amounted to $18,247,020.60 on
which fictitious gross profit of $1,801,-
390.60 was recorded. At the time of the
exposure of the fraud on or about De-
cember 5, 1938, the flctitious assets had
increased to approximately $21,000,000.

The fraud was engineered by Frank
Donald Coster, president of McKesson &
Robbins since its merger with Girard &
Co,, Inc., in November 1926. In reality
Coster was Philip M. Musica who, under
the latter name, had been convicted of
commercial frauds., In carrying out the
fraud Coster, in the later years, was as-
sisted principally by his three brothers:
George E, Dietrich, assistant treasurer of
the Corporation, who was in reality
George Musica; Robert J. Dietrich, head

of the shipping, receiving, and warchous-
ing department of McKesson & Robbins
at Bridgeport, Conn., who was in reality
Robert Muslca; and George Vernard,
who was in reality Arthur Musica and
who managed the offices, mailing ad-
dresses, bank accounts and other activ-
ities of the dummy concerns with whom
the McKesson companies supposedly
conducted the fictitious business.

To accomplish the deception, pur-
chases were pretended to have been
made by the McKesson companies from
five Canadian vendors, who thereafter
purportedly retained the merchandise at
their warehouses for the account of Mc-
Kesson. Sales were pretended to have
been made for M¢&Kesson's account- by
W. W. Smith & Company, Inc., and the
goods shipped directly by the latter from
the Canadian vendors to the customers.
Payments for goods purchased and col-
lections from customers for goods sold
were pretended to have been made by
the Montreal banking firm of Manning
& Company also for the account of Mc-
Kesson. W. W. Smith & Company, Inc.,
Manning & Company, and the five Ca-
nadian vendors are now known to have
been either entirely fictitious or merely
blinds used by Coster for the purpose
of supporting the fictitious transactions,

Invoices, ‘advices, and other docu-
ments prepared on printed forms in the
names of these firms were used fo give
an appearance of reality to the factitious
transactions, In addition to this manu-
facture of documents, a series of con-
tracts and guaranties with Smith and
Manning and forged credit reports on
Smith were also utilized. The foreign
firms to whom the goods were supposed
to have been sold were real but had done
no business of the type indicated with
McKesson.

The fictitious transactions originated
early in the life of Girard & Co., Inc.,
Coster's predecessor concern, incorpo-
rated on January 31, 1923, and increased
until they reached the proportions men-
tioned above, The manner of handling
the transactions described above was the
one in vogue since the middle of 1935,
Prior to that time the fictitious goods
were supposed to have been physically
received at and reshipped from the
Bridgeport plants of McKesson. And
prior to 1831 McKesson made actual cash
payments directly for the fictitious pur-
chases, which at that time were sup-
posed to have been made from a group
of domestic vendors, but recovered a
large part of this cash purportedly as
collections on the fictitious sales. The
change from using actual cash to the
supposed clearance through Manning &
Company was not effected abruptly but
for some time after 1931 both systems
were used. The Canadian vendors, how-
ever, were used only in connection with
the Manning clearance system. From
the report of the accountant for the
trustee in reorganization of McKesson &
Robbins, Incorporated, it appears that
out of an actual cash outgo from the
McKesson companies in connection with
these fictitious transactions of $24,777.-
851.90 all but $2,869,482.95 came back to
the McKesson companies in collection of
fictiticus receivables or as cash trans-

10919

fers from the pretended bank of Manning
& Company.

(b) Summary of conclusions as to in-
dividual auditing procedures., Our con-
clusions as to the individual auditing
procedures are developed in detail in
Section V of our report. The full discus-
slon of each topie should be consulted
for the basis and complete statement of
the conclusions which we here sum-
marize,

(1) Appointment and responsibility of
auditors; determination of the scope of
the engagement. All appointments of
Price, Waterhouse & Co, as auditors for
Girard & Co., Inc., and the successor Me-
Kesson companies were made by letter
{from Coster or the comptroller, McGloon,
near the close of the year to be audited.
The testimony of the directors is that
with rare exceptions members of the
board had no part in arranging for the
audit and did not know the content
either of the letters of engagement or of
the long form report addressed to Coster,
in which the character of the work was
set forth,

While the eappointment of Price,
Waterhouse & Co. and the method of
determining the scope of the engagement
in this case was in accord with generally
accepted practice, we do not feel that it
insures to the auditor, in all cases, that
degree of independence which we deem
necessary for the protection of Investors.
Adoption of the following program, we
feel, would aid materially in correcting
present conditions:

(1) Election of the auditors for the
current year by a vote of the stockholders
at the annual meeting followed fmme-
diately by notice to the auditors of their
appointment.

(ii) Establishment of a committee to
be selected from nonofficer members of
the board of directors which shall make
all company or management nomina-
tions of auditors and shall be charged
with the duty of arranging the details
of the engagement,

(iif) The certificate (sometimes called
short-form report or opinion) should be
addressed to the stockholders. All other
reports should be addressed to the board
of directors, and copies delivered by the
auditors to each member of the board.

(fv) The auditors should be required
to attend meetings of the stockholders at
which their report is presented to answer
questions thereon, to state whether or
not they have been given all the infor-
mation and access to all the books and
records which they have required, and
to have the right to make any statement
or explanation they desire with respect
to the accounts,

(v) If for any reason the auditors do
not complete the engagement and
render a report thereon, they shall,
nevertheless, render a report on the
amount of work they have done and the
reasons for noncompletion, which report
should be sent by the company to all
stockholders.

In approaching his work with respect
to companies which file with us or in
which there is a large public interest,
the auditor must realize that, regardless
of what his position and obligations
might have been when reporting to
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managers or to owner-managers, he
must now recognize fully his responsi-
bility to public investors by including
the activities of the management itself
within the scope of his work and by re-
porting therecon to investors. The adop-
tion of & program such as that outlined
above should serve to secure recognition
of these newly emphasized obligations of
the auditor to public investors.

(2) Organization and training of staf.
We have found that there is great simi-
larity among accounting firms in the or-
ganization of the stafl and assignments
to engagements. We deplore, as do &c-
counting firms, the necessity for recruit-
ing large numbers of temporary em-
ployees during a very short busy sea-
son. This condition and the lack of
training in the firm’s methods which it
ordinarily entails are inimical to attain-
ing the best results from the auditors'
services. A major improvement in this
condition could be made by the general
adoption by corporations of the natural
business year for accounting purposes.
The recruiting of temporary employees
was more aggravated in Price, Water-
house & Co. than in other comparable
firms whose representatives testified as
experts, This situation, coupled with
the fact that Price, Waterhouse & Co.
had & higher ratio of both permanent
and peak staff per partner than other
firms, leads us to the conclusion that
Price, Waterhouse & Co. partners could
not have given adequate attention to the
training, development, and supervision
of their stafl,

(3) Investigation of new clients. The
facts of this case suggest that for new
and unknown clients some independent
investigation should be made of the
company and of its principal officers
prior to undertaking the work. Such
an inquiry should provide & valuable
background for interpreting conditions
revealed during the audit or, in extreme
cases, might lead to a refusal of the
engagement.,

(4) Review of the client’s system of
internal check and control. We are con-
vinced by the record that the review of
the system of internal check and control
at the Bridgeport offices of McKesson &
Robbins was carried out in an unsat-
isfactory manner, The testimony of the
experts leads us to the further conclu-
sion that this vital and basic problem
of all audits for the purpose of certify-
ing financial statements has been treated
in entirely too casual a manner by many
accountants. Since in examinations of
financial statements of corporations
whose securities are publicly owned the
procedures of testing and sampling are
employed in most cases, it appears to us
that the necessity for a comprehensive
knowledge of the client's system of in-
ternal check and control cannot be over-
emphasized.

(6) Cash. The record is clear that the
cash worlk performed on this engagement
by Price, Waterhouse & Co. conformed in
scope to the then generally accepted
standards of the profession. It is equally
clear to us that prior to this case many
independent public accountants de-
pended entirely too much upon the verifi-
cation of cash as the basis for the whole
auditing program and hence as underly-

ing proof of the authenticity of all trans-
actions. Where, as here, during the final
three years of the audit, physical con~
tact with the operations of a major por=
tion of the business was limited to exami-
nation of supposed documentary evidence
of transactions carried on completely
offstage through agents unknown to the
auditors save in connection with the one
engagement, It appears to us that the
reliability of these agents must be estab-
lished by completely independent meth-
ods, Confirmation of the bank balance
under these circumstances was proven in
this case to be anh inadequate basls for
concluding that all the transactions were
authentic.

(6) Accounts receivable, Viewed as a
whole the audit program for accounts
receivable as used by Price, Waterhouse
& Co. conformed to then generally ac-
cepted procedures for an examination of
financial statements although confirma-
tion of the accounts was not included in
the program. The facts of this case,
however, demonstrate the utility of c¢ir-
cularization and the wisdom of the pro-
fession in subsequently adopting con-
firmation of accounts and notes receiv-
able as a required procedure “* * *
wherever practicable and reasonable, and
where the aggregate amount of notes
and accounts receivable represents a sig-
nificant proportion of the current assets
or of the total assets of a concern * * *."

(7) Intercompany accounts., The rec-
ord indicates that it is not enough for
suditors to reconcile intercompany bal-
ances and that valuable insight into the
company’s manner of doing business may
be gained by a review of the transactions
passed through such accounts during the
year, Best practice we believe requires
the latter procedure. In this case the
recommended procedure, although em-
pployed to some extent, was not applied
in a thoroughgoing and penetrating
manner,

(8) Inventories. Price, Waterhouse &
Co.'s audit program for the verification of
inventories was essentially that which
was prescribed by generally accepted au-
diting practice for the period. However,
we find that a substantial difference of
opinion existed among accountants dur-
ing this time as to the extent of the audis
tors' duties and responsibilities in con-
nection with physical verification of
quantities, quality, and condition. Price,
Waterhouse & Co,, in common with a
substantial portion of the profession,
took the position that the verification of
quantities, quality, and condition of in-
ventories should be confined to the rec-
ords, There was, however, a substantial
body of equally authoritative opinion
which supported the view, which we en-
dorse, that auditors should gain physi-
cal contact with the inventory either by
test counts, by observation of the inven-
tory taking, or by a combination of these
methods. Meticulous verification of the
inventory was not needed in this case to
discover the fraud. We are not satisfled,
therefore, that even under Price, Water-
house & Co.'s views other accountants
would condone their failure to make in-
quiries of the employees who actually
took the inventory and to determine by
inspection whether there was an inven-
tory as represented by the client, We
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commend the action of the profession in
subsequently adopting, as normal, pro-
cedures requiring physical contact with
clients’ inventories,

(9) Other balance sheet accounts.
(1) The testimony in respect to the
auditing of plant accounts suggests that
some accountants, Including Price,
Waterhouse & Co., could, with advantage,
devote more attention to physical inspec-
tion than has been general practice with
them in the past,

(1) The work in respect to liabilities
was in accord with generally accepted
practice but suggests the desirability of
independent inquiry when large pur-
chases are made from a very few other-
wise unknown suppliers,

(iii) The record demonstrates the ne-
cessity of d.thorough understanding of
the client's tax situation which appar-
ently was not obtained by Price, Water-
house & Co. in regard to the application
of the Canadian law.

(10) Profit and loss accounts. We are
of the opinion that such analyses of profit
and loss accounts as were made were
applied to improper combinations of de-
partments with the result that signifi-
cant relationships were concealed. It is
our conclusion that the independent ac-
countant is derelict in his duty if he does
not insist upon having proper analyses
available for his review. It is our opinion
that best practice supports this view.

(11) The wholesale houses. It must
be emphasized again that although the
bulk of this report deals with the two
units in which the fraud occurred, which
were under the direct charge of the
Company's principal officer, some ma-
terial bearing on the work in the other
units, mostly wholesale houses, was in-
troduced at the hearings. As to this por-
tion of the audit, which constituted the
larger part of the Price, Waterhouse &
Co. engagement, covering for 1937 ap-
proximately 70 percent of the reported
assets and 85 percent of the net sales,
and which occupied approximately 97
percent of the auditors’ time, it appears
that the work in these other units was
carried out in & thorough fashion in ac-
cordance with generally accepted audit-
ing practice prevailing during the pe-
riods involved, including limited inspec-
tions of inventories but no confirmation
of accounts and notes receivable,

(12) Review procedure. The mechan-
ics of the review procedure as carried out
by Price, Waterhouse & Co. on this en-
gagement were substantially the same as
those of the majority of accounting
firms. However, it is our opinion that
the partner in charge in this case was
not sufficlently familiar with the business
practices of the industry in question and
was not sufficiently concerned with the
basic problems of internal check and
control to make the searching review
which an engagement requires.

(13) The certificate. Theé form of cer-
tificate used by Price, Waterhouse & Co.
conformed to generally accepted prac-
tice during the period of the Girard-Mc-
Kesson engagement. We are of the
ypinion that the form of the account-
ant’s certificate should be amended to
include in addition to the description of
the scope of the audit a clear certifica-
tion that the audit performed was, or

-
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was not, adequate for the purpose of ex-
pressing an independent opinjon In re-
spect to the financial statements. If
any generally accepted procedures are
omitted these should be named together
with the reasons for their omission. Ex-
ceptions to the scope of the audit or to
the accounts must be clearly designated
as “exceptions.”

(14) Circumstances available for the
audilors’ observation in the procedures
and records of the Girard-McKesson
companies which might have led to the
discovery of the fraud, The firm of
Price, Waterhouse & Co, for 14 years
served as independent public accountants
for F. Donald Coster's enterprises,
Within range of the procedures which
they followed there were numerous cir-
cumstances which, if they had been
recognized and carefully investigated by
resourceful auditors, should have re-
vealed the gross inflation in the ac-
counts,

We can not and do not say that every
one of the ftems should have been rec-
ognized by the auditors as significant
and, if Investigated, would hayve led to
the exposure of the gross falsification of
the financial statements. It is also quite
conceivable that for a time many could
have been and perhaps were explained
away. We do believe, however, that the
number of {tems and the period of time
over which some of them repeated them-
selves gave ample opportunity for detec-
tlon by alert and Inquisitive auditors.

(¢) Conclusion. In conclusion we re-
produce the summary from the last sec-
tion of our report:

Our conclusion based upon the facts re-
gup:': :{mms record, 'gze testimony of the
esses, and the writings of r -

nized =authorities is that the nudits ﬁ-
formed by Price, Waterhouse & Co., substan-
tially conformed, In form, as to the scope
and procedures employed, to what was gen-
erally considered mandatory during the pe-
riod of the Girard-McKesson engagements,
Thelr failure to discover the Bross overstate-
ment of assets and of earnings is attributable
to the manner in which the audit work was
done. In carrying out the work they failed
to employ th.  degree of vigllance, Inquisi-
tiveness, and analysis of the evidence avail-
able that Is ne in a professional
undertaking and is recommended in all well-
known snd suthoritative works on auditing.
In addition, the overstatement should have
been disclosed if the auditors had corrobo-
rated the Company's records by nctual ob-
servation and independent confirmation
through procedures involving regular in-
spection of inventories and confirmation of
Accounts recelvable, audit steps which, al-
though considered better practice and used
by many accountants, were not considered
mandatory by the profession prior to our
hearings,
Price, Waterhouse & Co, maintain that a
balance sheet examination is not Intended

and cannot be expected to detect & falsifion-

tlon of records concealing an fnflation of
#ssets and of earnings if accomplished by
4 widespread consplracy ecarried on by the
President of a corporation, alded by others
within and without the Tecognized ranks
of a corporation's operating personnel, and
that no practical syrtem of internal check
can be devised the effectiveness of which
cannot be nullified by eriminal collusion on
the part of a chief executive and key em-
ployees. Such cases are so rare, in their
opinion, that there Is no economlic justifi-
cation for the amount of suditing work

which would be required to increase ma-
terially the protection against it.

The inference to be drawn from this posi-
tion and from statements made by others

in connection with this case is that a de- -

talled audit of all transactions as distin-
guished from an examination based on tests
and samples would have been necessary to
reveal the falsification. However, as we
view the situation In this case, a detalled
audit of all transactions carried out by the
same staff would merely have covered a
larger volume of the same kinds of fictitious
documents and transactions. While this
might have brought under review more in-
stances of what we have iisted &s circum-
stances suggesting further Investigation,
there is little ground for believing that this
alone would have raised any greater ques-
tion as to the authenticity of the transac-
tions. '

Moreover, we believe that, even In balance
sheet examinations for corporations whose
securities are held by the public, account-
ants can be expected to detect gross over-
statements of assets and profits whether re-
sulting from collusive fraud or otherwise.
We believe that alertness on the part of the
entire staff, coupled with intelligent analysis
by experienced accountants of the manner of
dolng business, should detect overstatements
in the accounts, regardless of their cause,
long before they assume the magnitude
reached In this case, Furthermore, an ex-
aminstion of this kind should not, in our
opinion, exciude theé highest officers of the
corporation from its appraisal of the manner
in which the business under review is con-
ducted. Without underestimating the im-
portant service reéndered by Independent
public sccountiants in their review of the
accounting principles employed in the prep-
aration of financial statements filed with us-
and issued to stockholders, we feel that the
discovery of gross overstatements in the ac-
counts is A major purpose of such an audit
even though it b> conceded that it might
not discloss every minor defaleation. In
short, Price, Waterhouse & Co.'s fallure to
uncover the gross overstatement of assets
and of earnings in this case should not, In
our opinion, lead to general condemnation
of recognized procedures for the examination
of financial statements by means of tests
and samples,

We do feel, however, that there should be
& material advance in the development of
auditing procedures whereby the facts dis-
closed by the records and documents of the
firm being examined are to n greater extent
checked by the auditors through physical
inspection or independent confirmation.
The time has Jong passed, if It ever existed,
when the basis of an audit was restricted to
the material appearing in the books and
records, For many years accountants have
in regularly applied procedures gone outside
the records to establish the actual existence
of nssets and linbilities by phfsical inspec.
tion or Independent confirmation. As
pointed out repeatediy in this report, there
are many ways in which this can be ex-
tended. Particularly, it Is our opinion that
auditing procedures relating to the inspece
tion of inventories and confirmation of re-
ceivables, which, prior to our hearings, had
been considered optlonal steps, should, in
accordance with the resolutions already
adopted by the various accounting societies,
be accepted as normal suditing procedures
in connection with the presengation of com-
prehensive and dependable financial state-
ments to investors.

We have carefully considered the desirn-
bility of specific rules and regulations gov-
erning the auditing steps to be performed
by sccountants in certifying financial state-
ments to be filed with us, Action has
already been taken by the accounting pro-
fesslon adopting certain of the auditing pro-
cedures considered in this case, We have
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no reason to believe at this time that these
extensions will not be maintained or that
further extensions of auditing procedures
along the linds suggested in this repart will
not be made. Further, the adoption of the
specific recommendations made in this re-
port as to the type of disclosure to be made
in the accountant’s certificate and as to the
election of accountants by stocklholders
should Insure that acceptable standards ‘of
auditing procedure will be observed, that
specific deviations therefrom may be con-
sidered In the particular instances in which

they arise, and that accountants will be more

independent of management, Until expe-
rience should prove the contrary, we feel
that this program is preferable to ita alter-
native—the detailed prescription of the scope
of and procedures to be followed in the audit
for the various types of issuers of securities
who file statements with us—and will allow
for further consideration of varying audit
procedures and for the development of dif-
ferent treatment for specific types of issuers.

[Accounting Series Release No, 19, De-
cember 5, 1840]

§211.21 Amendment “of Rules 2-02
and 3-07 of Regulation S-X (17 CFR,
210.2-02, 210.3-07). The text of this
amendment is reflected in Regulation
S-X (17 CFR, Part 210) as amended to
and including October 18, 1944,

The following statement was made at
the time these rules were amended:

At the time of the adoption of Regulation
8-X it was stated that “In view of the
pending proceedings in the matter of Mc-
Kesson and Robbins, Incorporated, and sev-
eral other cases, the rules governing certifica-
tion by sccountants, although altered and
clarified in some respects, have been retatned
in substantially the form now found in the
General Rules and Regulations under the
Securities Act of 1933 and the several major
forms under the 1033 and 1634 Acts, Upon
completion of these proceedings, however,
such rules are to be considered with a view
to revisions deemed necessary as a result of
these cases."

The form of the accountant's certificate
waa considered st some length in the Report
of Investigation, In the matter of McKesson
& Robbins, Inc, The following conclusions
reached on this subject are gquoted from
pages 434-435 of the report,

¢ % % 1t appears to us* that the fol-
lowing principles should be adopted respect-
ing the form and content of accountants'
certificates in .order to avold possibility of
confusion in the future.”

The work done should be described ss the
auditor sees fit and any desired information
concerning the accounts may be stated.
While we do not think that each audit step
should necessarlly be set forth, it is to be
hoped that really descriptive language will be

‘used as distinguished from s standard form

based upon procedures set forth in a bulletin
neither of which is referred to in the cor-
tificate, While the road is left clear to the
auditor to describe in his own langusge what
he has done and what he has found, we sug-
gest one positive requirement in this connec-
tion. The certificate should state as part of
the description of the scope of examination
every generally recognized normal auditing
procedure which has been omitted and the
reasons for the omission.

We believe that, In addition to the present
expression of opinion that the company's
position and results of operntions are fairly
presented by the accounts, the accountant
should certify that the examination con-
ducted was not less than that necessary in
order to form the foregoing opinion. This
statement may well replace the one gen-

*The Commission,
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erally In uUse In certificates prior to the pres-
ent bearings in which the only reference to
the examination in the opialon pancnph
was In the words "based upon such examina~
tion"™ or “subject to the foregoing™ following
“In our opinion.” Besides not definitely
stating whether the examination was suffi-
clent in scope, these words would seem to
‘Incorporate all prior references to the ex-
amination in the preceding paragraphs of
the certificate and base the auditor's opinion
thereupon without specifically stating wheth-
er those references were purely descriptive
or In the nature of exceptions. Exceptions
to the scope of the audit or to the accounts
should be expressly so stated In the same
sentence as the certification as to the scope
of the audit and the opinion as to the ac-
counts, respectively. Exceptions may be in-
corporated by reference in such sentences
but must be specifically designated as “excep-
tions.” If any required information has been
withheld by the client or access to records
denjed these facts should, of course, be
treated as exceptions,

We sald above that the auditor should
certify that the examination was not less
than the required minimum of accepted
practice both as to procedures and the man-
ner of their application, While accountants
may not be able 1o certify as to the correct-
ness of the figures appearing on the financial
statements In the sense of guaranteeing or
warranting their correctness but can merely
express their opinion with respect to them,
we do think they can and should certify that
the examination, on which thelr opinion as
tn the financial statements was bused, was
at least equal to professional requirements.

Amendments of the rules as to ac-
countants' certificates have for some time
been the subject of correspondence and
discussion between committees repre-

senting the American Institute of Ac-
countants, the Controllers Institute of
America, and the American Accounting
Assoclation, and numerous individual ac-
countants and members of the Commis-
slon’s staff. During this time the sug-
gestions made by individuals as well
as by the committees have been given
careful consideration and a number of
them embodied in drafts of the rules
which have been made available to the
cooperating committees and individuals
for further criticism. Successive revi-
slons and criticism have resulted in the
revised rules now adopted by the Com-
mission.

The revised Rule 2-02 (17 CFR, 210.2-
02) sets forth requirements as to the con-
tents of the accountant’s certificate and
is divided into four sections.

Section Ya) states certain technical
requirements and involves no change
from previously existing rules.

Section (b) contains the requirements
for the accountant’s representations as
to the nature of the audit which he has
made. Under subsection (1) the account-
ant must give & reasonably comprehen-
sive description of the scope of the audit
which he has performed. In accordance
with the opinion of the Commission in
the McKesson report, the subdivision also
requires that, if any generally recognized
normal auditing procedures have been
omitted with respect to significant items
in the financial statements, such omis-
sions shall be stated with a clear explana-
tion of the reasons for such omission.
It 1s contemplated that designation of
procedures omitted would be confined to
the primary auditing requirements which

have been recognized as normal auditing
procedure, as for example, the circulari-
zation of receivables, and would not ex-
tend to detalled or mechanical steps.
Since in particular circumstances such
omissions may be proper, the specifica-
tion of such omissions and the reasons
therefor in connection with the descrip-
tion of the audit would not be consid-
ered as exceptions or qualifications un-
less specifically so noted in connection
with subsection (ii) which requires that
the accountant shall state whether the
audit was made in accordance with gen-
erally accepted auditing standards appli-
cable in the circumstances. In referring
to generally recognized normal auditing
procedures the Commission has in mind
those ordinarily employed by skilled ac-
countants and those prescribed by au-
thoritative bodies dealing with this sub-
Ject, as for example, the various account-
ing societies and governmental bodies»
having jurisdiction. In referring to gen-
erally accepted auditing standards the
Commissfon has in mind, in addition to
the employment of generally recognized
normal auditing procedures, their ap-
plication with professional competence
by properly trained persons. The Com-
mission further recognizes that the in-
dividual character of each auditing en-
gagement and the facts disclosed through
a vigilant, inquisitive, and analytical ap-
proach by the auditor may call for the
extension of normal procedures or the
employment of additional procedures.
Therefore, subsection (iif) requires that
the accountant also state whether he
omitted any procedure deemed necessary
by him under the circumstances of the
particular case.

Paragraphs 2 and 3 of section (b) in-
corporate provisions of previous rules
and add the requirement that “appropri-
ate consideration shall be given to the
adequacy of the system of internal check
and control,” thus emphasizing the im-
portance of this basic element.

Section (¢) concerning the opinion of
the accountant as to the financial state-
ments covered by the certificate and the
accounting principles followed is for the
most part a restatement and clarification
of previous rules.

Section (d) includes an important
change from previous rules, in that it
requires in addition to a clear identifi-
cation of all exceptions that, to the ex-
tent practicable, the effect of each ex-
ception on the related financial state-
ments be given. A clear explanation of
the effect on the financial statements of
the use of accounting principles to which
exception is taken Is deemed necessary
if the scatements are not to be misleading
to investors.

Rule 3-07 (17 CFR, 210.3-07) incor-
porates the new requirement that {f “any
significant retroactive adjustment of the
accounts of prior years has been made at
the beginning of or during any period
covered by the profit and loss statements
filed, a statement thereof shall be given
in a note to the appropriate statement,
and if the * * * adjustment sub-
stantially affects proper comparison with
the preceding fiscal period, the necessary
explanation.” [Accounting Series Re-
Jease No. 21, February 5, 1941)
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$211.22 Independence of accouni-
ants; Indemnification by registrant, In-
quiry has been made as to whether an
accountant who certifies financial state-
ments included In a registration state-
ment or annual report filled with the
Commission under the Securities Act of
1933 or the Securities Exchange Act of
1934 may be considered to be independent
if he has entered Into an indemnity
agreement with the registrant, In the
particular illustration cited, the board of
directors of the registrant formally ap-
proved the filing of a registration state-
ment with the Commission and agreed
to indemnify and save harmless each
and every accountant who certified any
part of such statement, “from any and
all losses, claims, damages or labilities
arising out of such act or acts to which
they or any of them may become subject
under the BSecurities Act of 1933, as
amended, or at ‘common law," 'other than
for their willful misstatements or omis-
sions.”

The Securities Act of 1933 requires
statements to be certified by independent
accountants and the Securities Exchange
Act of 1934 gives the Commission power
to require that the certifying account-
ants be independent. The reguirement
of independence is incorporated in the
several froms promulgated by the Com-
mission and s partially defined in Rule
2-01 (b) of Regulation 8-X (17 CFR,
210.2-01 (b)) which reads: “The Com-
mission will not recognize any certified
public accountant or public accountant
as independent who is not in fact inde-
pendent. An accountant will not be con-
sidered independent with respect to any
person In whom he has any substantial
interest, direct or indirect, or with whom
he is, or was during the period of report,
connected as a promoter, underwriter,
voting trustee, director, officer or em-
ployee.”

This concept of independence has also
been interpreted In Accounting Series
Release No. 2 (17 CFR, 211.2) and in
several stop-order opinions, In the mat-
ter of Cornucopia Gold Mines, 1 S. E, C.
364 (1936), the Commission held that the
certification of & balance sheet prepared
by an employee of the certifying ac-
countants, who was also serving as the
unsalaried but principal financial and
accounting officer of the registrant, and
who was a shareholder of the registrant,
was not a certification by an independ-
ent accountant. In the matter of Rick-
ard Ramore Gold Mines, Ltd., 2 S. E. C.
377 (1937), an accountant was held to be
not independent by reason of the fact
that he was an employee or partner of
another accountant who owned a large
block of stock issued to him by the regis-
trant for services in connection with its
organization. In the matter of American
Terminals and Transit Company, 1 S. E.
C. 701 (1936), consclous falsification of
the facts by the certifying accountant
was held to rebut the presumption of
independence arising from an absence of
direct interest or employment. In the
matter of Metropolitan Personal Loan
Company, 2 S. E. C. 803 (1937), it was
held that accountants who completely
subordinate their judgment to the de-
sires of thefr client are not independent.
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In the matter of A. Hollander & Son, Inc.,
8 S, E. C, 586 (1941), the Commission
held that an accountant could not be
considered independent when the com-
bined holdings of himself, one of his
partners, and thelr wives in the stock of
the registrant had a substantial aggre-
gate market value and constituted over
a period of 4 years from 1% percent to 9
percent of the combined personal for-
tunes of these persons. It was also held
to be evidence of lack of independence,
with respect to the registrant, that the
accountant had madeé loans to, and re-
celved loans from, the registrant’s officers
and directors. In the same case, the evi-
dence showed that registrant's president,
over a period of years, had used the ac-
countant’s name as a false caption for
an account on the books of an affiliate
not audited by such accountant and that
upon learning of these facts the account-
ant protested and procured a letter of
indemnification in connection with such
use. It was held that this continued use
of the accountant’s name, after his pro-
test, and the overriding attitude appar-
ently assumed by the registrant's presi-
dent in this matter, constituted addi-
tional evidence of lack of independence,

I' think the purpose of requiring the
certifying accountant to be independent
is clear, Independence tends to assure

the objective and impartial considera--

tion which is needed for the fair solu-
tion of the complex and often controver-
sial matters that arise in the ordinary
course of audit work. On the other hand,
bias due to the presence of an entan-
gling affiliation or Interest, inconsistent
with proper professional relations of ac~
countant and client, may cause loss of
objectivity and impartiality and tends to
cast doubt upon the reliability and fair-
ness of the accountant’s opinion and of
the financial statements themselves.
Lack of independence, moreover, may be
established otherwise than solely by
proof of misstatements and omissions in
the financial statements. As was said in
a recent opinion of the Commission:

We cannot, however, sccept the theory
advanced by counsel for the Intervenors
that lack of Independence is established only
by the actual coloring or falsification of the
financial statements or actual fraud or de-
ceit, To adopt such an Interpretation would
be to ignore the fact that one of the pur-
poses of requiring a certificate by an inde-
pendent public accountant is to remove the
possibllity of impalpable and unprovable
biases which &n acocountant may uncons-
sciously acquire because of his Intimate non-
professional contacts with his client. The
requirement for certification by an Inde-
pendent public accountant is not so much
& guamntee against consclous falsification
or intentional deception as It Is a measure
to Insure complete objectivity. It is in part
@ protect the accounting profession from
the implication that slight carelessness or
the cholce of & debatable accounting pro-
cedure |s the result of blas or lack of fnde-
pendence that this Commission has in its
prior decisions adopted objective standards,
Viewing our requirements in this light, any
inferences of a personal nature that may be
directed ngainst specific members of the
accounting profession depend on the facts

1 Chief Accountant,
fIn the matter of A, Hollander & Son, Inc.,
supra,

No, 180—3

of a particular case and do not flow from the
undifferentiated application of uniform ob-
Jeotive standards,

While Rule 2-01 (b) (17 CFR, (210.2-01
(b)) quoted above designates certain re-
lationships that will be considered to
negative independence, it is clear from

-the opinfons cited that other situations

and relationships may aiso so impair
the objectivity and impartiality of an
accountant as to prevent him from being
considered independent for the purpose
of certifying statements required to be
filed by a particular registrant,

In the particular case cited the ac-
countant was indemnifled and held
harmless from all losses and liabilities
arising out of his certification, other than
those flowing from his own wiliful mis-
statements or omissions. When an ac-
countant and his client, directly or
through an affiliate, have entered into
an agreement of indemnity which seeks
to assure to the accountant immunity
from liability for his own negligent acts,
whether of omission or commission, it is
my opinion that one of the major stimuli
to objective and unbiased consideration
of the problems encountered in a par-
ticular engagement is removed or greatly
weakened.*
quently induce a departure from the
standards of objectivity and impartial-
ity which the concept of independence
implies. In such difficult matters, for
example, as the determination of the
scope of audit necessary, existence of
such an agreement may easily lead to
the use of less extensive or thorough
procedures than would otherwise be fol-
lowed. In other cases it may resuit in
a fallure to appraise with professional
acumen the information disclosed by the
examination. Consequently, on the
basis of the facts set forth in your in-
quiry, it Is my opinion that the account-
ant cannot be recognized as independent
for the purpose of certifying the finan-
cial statements of the corporation. [Ac-
counting Series Release No. 22, March
14, 1941)

§211.23 Treatment of Federal income
and excess profits tares. Several in-
quiries have been recelved with respect to
the manner in which the normal income
tax, defense tax, declared value excess
profits tax, and the excess profits tax
levied pursuant to the Second Revenue
Act of 1940 should be reflected in profit
and loss or income statements which are
filed with this Commission and to which
Regulation 8-X (17 CFR, Part 210) is
applicable,

*It may be noted that sec. 152 of the Eng-
lish Companies Act (1920) makes comparable
indemnity agreements void:

*152. Subject as hereinafter provided, any
provision, whether contained in the article
of a company or in any contract with & com«
pany or otherwise, for exempting any director,
manager or officer of the company, or any
person (whether an officer of the company
or not) employed by the company as auditor
from, or indemnifying him against, any 1l-
ability which by virtue of any rule of law
would otherwise attach to him in respect of
any negligence, default, breach of duty or
breach of trust of which he may be guilty
in relation to the company shall be void."

Such condition must fre-.
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It is my’ opinion that In such state-
ments Section 15 of Rule 5-03 (17 CFR,
210.5-3) contemplates that the normal
income, defense, and declared value ex-
cess profits taxes should be included
under subsection (a) and the excess
profits tax prescribed by the Second
Revenue Act of 1940 should be Included
under subsection (b), A similar segre-
gation is contemplated by the compara-
ble provisions of Rules 6-03 and 7-05 (17
CFR, 210.6-03, 210.7-05). [Accounting
series Release No, 23, April 9, 1941)

§ 21125 Procedure in quasi-reorgan-
ization, Inquiry has been made from
time to time as to the conditions under
which & quasi-reorganization may be
said to have been effected. The term
quasi-reorganization has come to be ap-
plied in accounting to the corporate pro-
cedure in the course of which a company,
without the creation of a new corporate
entity and without the intervention of
formal court proceedings, is enabled to
eliminate a deficit whether resulting
from operations or the recognition of
other losses or both and to establish a
new earned surplus account for the ac-
cumulation of earnings subsequent to the
date selected as the effective date of the
quasi-reorganization. Certain aspects
of the problem have previously been dis-
cussed in published opinions of the Com-
mission * and in three published opinions
of the chief accountant.”” In the amend-
ments to Rules 6-02, 12-19, 12-20, 12-21,
and 12-22 of Regulation S-X (17 CFR,
210.6-02, 210.12-19, 210.12-20, 210.12-21,
210.12-22) which were recently adopted
in conjunction with the promulgation of
a form for registration of investment
companies under the Investment Com-
pany Act of 1940, the term Is used In
definition of circumstances under which
there may be shown in lieu of the cost of
securities the written-down amounts re-
sulting from quasl-reorganization.

It has been the Commission's view for
some time that a quasi-reorganization
may not be considered to have been ef-
fected unless at least all of the following
conditions exist:

(1) Earned surplus as of the date selected
ia exhausted;

(2) Upon consummation of the quasi-re-
organization no deficlt exists in any surplus
account;

(3) The entire procedure Is made known to
all persons entitled to vote on matters of
general corporate policy and the approprinte
consents to the particular transactions are -
obtained in advance in accordance with the
applicable law and charter provisions;

(4) The procedure accomplishes with re-
spect to the accounts substantially what
might be accomplished In a reorganization by
legal proceedings—-namely, the restatement
of assets In terma of present conditions as
well as appropriate modifications of capital

* Seo particularly Assoclated Gas and Elec-
tric Corporation, 6 8. E. C, 605 (1040),

* Accounting Series Releases Nos, 1 (17
CFR, 211.1), discussing the propriety of
charging losses to capital surplus rather than
earned surplus; 15 (17 CFR, 211.15), discuss-
ing the nature of the disclosure to be made
in subsequent statements; and 16 (17 CFR,
211.16), discussing the disclosure NECEAsury
where consent of stockholders was not ob-
tained, such action being permissible under
the applicable State law,
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and capital surplus, in order to obviate so
far as possible the necessity of future reor-
ganizations of like nature,

It 1s implicit in such a procedure that
reduetions in the carrying value of assets
at the effective date may not be made
beyond a point which gives appropriate
recognition to conditions which appear
to have resulted in relative permanent
reductions in asset values; as for example,
complete or partial obsolescence, lessened
utility value, reduction in investment
value due to changed economic condi-
tions, or, In the case of current assets, de-
clines in indicated realization value, It
1s also implicit in a procedure of this kind
that it is not to be employed recurrently
but only under circumstances which
would justify an actual reorganization or
formation of & new corporation, particu-
larly if the sole or principal purpose of
the quasi-reorganization is the elimina-
tion of a deficit in earned surplus result-
ing from operating losses.

In the case of the quasi-reorganization
of a parent company it is an implicit re-
sult of such procedure that the effective
date should be recognized as having the
significance of a date of acquisition of
control of subsidiaries. Hence, dividends
subsequently recefved from subsidiaries
should be treated as income only to the
extent that they are declared by subsid-
jaries out of earnings subsequent to the
effective date. Likewise, in consolidated
statements, earned surplus of subsidiar-
fes at the effective date should be ex-
cluded from earned surplus on the consol-
idated balance sheet [Accounting Series
Relief No. 25, May 29, 19411

§ 211.26 Interpretation of Rule 5~02 of
Regulation S-X (17 CFR, 210.5-02) re-
garding the omission of an analysis of
registrant’s surplus accounts. You in-
quire whether the instruction relative to
an analysis of surplus set forth in para-
graph 34 (b) of Rule 5-02 of Regulation
8-X (17 CFR, 210.5-02) implies that
an analysis of the registrant’s surplus
accounts may be omitted when, pursuant
to instructions such as those set forth
under Item 8-I-A (2) (a) in the instruc-
tion book for Form 10-K, there may be
filed in lieu of an individual profit and
loss statement of the registrant, a con-
solidated statement of the registrant and
certain totally held subsidiaries, The
portion of the above instruction here per-
tinent reads as follows:

Provided, however, That in lleu of such profit
and loss statement there may be filed o profit
and loss statement consolidating the accounts
of the registrant and one or more of its
subsidiaries (hercinafter called “included
subsidiaries”), if all the following conditions
(1) The registrant is primarily an operat-
ing company;

(i) Other than directors’ qualifying
shares, all classes of outstanding securities,
other than those evidencing long-term or
funded debt, of the included subsidiaries are
owned in their entirety by the registrant
and/or the included subsidaries;

(iii) No one of the Included subsidiarles
owes to any person other than the registrant
any long-term or funded debt of an amount
which is significant in relation to the par-
ticular subsidiary;

(iv) The included subsidiaries are, In prac-
tical effect, operating divisions of the regis-
m": - . .

The above permission, you will note,
extends only to the registrant’s profit and

loss statement and does not permit the
omission of the registrant’s balance
sheet, Therefore, pursuant to such in-
structions, it would be permissible to
omit supplementary schedules required
to be filed in support of detailed items
in profit and loss statements; but it
would not be permissable to omit sched-
ules required to be filed In support of
particular balance sheet items, nor fto
omit analyses of the surpius accounts
appearing on such balance sheet, Such
balance sheet schedules and analyses
should be filed for each period covered
by the substituted consolidated profit
and loss statements.

Item 34 (b) of Rule 5-02 of Regulation
8-X (17 CFR, 210.5-02) to which you
specifically refer reads in part as follows:
“An analysis of each surplus account set-
ting forth the information prescribed in
Rule 11-02 (17 CFR, 210.11-02) shall be
given for each period for which & profit
and loss statement {s filed * * *." As
indicated in its preface, Regulation 8-X
(17 CFR, Part 210) relates to the form
and content of financial statements,
while the instructions to the applicable
forms determine what financial state-
ments are to be filed. The cited portion
of Item 34 (b) of Regulation 8-X (17
CFR, 210.5-02) must therefore be read
in the light of the pertinent instructions,
in the applicable form, as for example
those quoted frony Item 8 of Form 10-K
(17 CFR, 249.310).

Accordingly, it s my* opinion that the
language of Item 34 (b) should be con-
sidered as indicating the period or pe-
riods for which the required information
must set forth and may not be con-
strued as permitting the omission of an
analysis of the registrant’s surplus ac-
counts. [Accounting Series, Release No.
26, July 1, 1941)

§211.27 The nature of the examina-
tion and certificate required by para-
graph (4) of Rule N-17F-1 and para-
graph (7) of Rule N-17F-2 (17 CFR,
270.17j-1, 270.17§-2) under the Invest-
ment Company Act of 1940. Inquiry
has been made as to the nature of
the examination and certificate required
by paragraph (4) of Rule N17F-1 and
paragraph (7) of Rule N-17F-2 17
CFR, 270.17{-1, 270.17{-2) promulgated
u&%er the Investment Company Act of
1940.

Rule N-17F-2 (17 CFR, 270.171-2) sets
up certain standards to be followed by
management investment companies reg-
istered under the Investment Company
Act of 1940 which maintain in their own
custody thelr portfolio securities and
similar investments. Paragraph (7) of
that rule is as follows:

Such securities and investments shall be
verified by complete examination by an in-
dependent public accountant retained by
such registered company at least three times
during the fiscal year, at least two of which
shall be chosen by such accountant without
prior notice to such company, A certificate
of such accountant, stating that he has made
an examination of such securities and in-
vestments and describing the nature and
extent of the examination, shall be trans-
mitted to the Commission promptly after
each such examination.

The securities and Investments re-
ferred to in the quoted paragraph are

? Chief Accountant,
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identified by paragraphs (1) and (2) of
the rule as (a) securities on deposit in a
vault or other depository maintained by
a bank or other company whose func-
tion and physical facilities are super-
vised by Federal or State authority; (b)
securities which are collateralized to the
extent of their full market value; (c) se-
curities hypothecated, pledged, or placed
in escrow for the account of such reg-
istered company; and (d) securities in
transit. The examination and certificate
required by the quoted paragraphs should
. therefore cover all of the securities listed
- in paragraphs (1) and (2),

In order to make a complete examina-
tion of the securities, it is, in my ' opin-
fon, necessary for the accountant not
only to make & physical examination of
the securities themselves, or in certain
cases to obtain confirmation, but also to
reconcile the physical count or con-
firmation with the book records. Fur-

« thermore, in my opinion it Is a necessary
prerequisite to such a reconciliation that
there have been made an appropriate
examination of the investment accounts
and supporting records, including an
adequate check or analysis of the se-
curity transactions since the last ex-
amination and the entries pertaining
therefo. While the certificate filed must

. describe the nature and extent of the
examination made, it is not necessary
that each step taken be set out; instead,
there should be included in the certifi-
cate in general terms an appropriate
description of the scope of the examina-
tion of the accounts and the physical
examination or confirmation of the
securities.

Finally, in order to meet the require-
ments of paragraph (7) of Rule N-17F-2
(17 CFR, 270.17(-2) the certificate
should comply with the usual technical
requirements as to dating, salutation
and manual signature and, in addition
to the description of the examination
made, should set forth:

(a) The date of the physical count
and verification, and the period for
which the investment accounts and
transactions were examined;

(b) A clear designation of the de-
pository;

(¢) Whether the examination was
made without prior notice to the com-
pany; and
(d) The results of the examination.
Rule N-17F-1 (17 CFR, 270.17{-1)
specifies the conditions under which a
registered management investment com-
pany may place or maintain its securities
and investments in the custody of &
company which is a member of a na-
tional securities exchange. Paragraph

(4) of that rule calls for periodic ex-

aminations of the securities and invest-
ments 50 placed or maintained and for
certificates as'to the verification thereof.

In my opinion the requirements of such

paragraph (4) involve substantially the
same considerations as those of para-
graph (7) of Rule N-17F-2 and the
above discussion is therefore likewlse
applicable to the examination and cer-

tificate required by such paragraph (4).

[Accounting Release Serfes No. 27, De-

cember 11, 19417

§ 211.30 Auditing of inventories under
wartime conditions. To avoid any possi-
Ble interruption in the production or de-
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livery of war materials, the Securities
and Exchange Commission today an-
nounced the establishment of a liberal-
ized policy with respect to its require-
ments regarding physical inventory veri-
nc:onn by independent public account-
ants.

Where the customary taking of inven-
tory (including observance or test-
checking by auditors) would curtail pro-
duction of war materials, such procedures
may be omitted so long as all reasonable
and practical alternative measures are
taken by the company and its indepénd-
ent public accountants to assure the sub-
stantial fairness of inventory amounts
stated In the financial statements and
proper disclosure is made.

Whenever inquiries on this point have
been received from registrants engaged
in the production of war materials, it has
been the policy to discuss with the regis-
trant and its accountants the extent to
which normal procedures may be fol-
lowed without curtailment of production,
and the extent to which it is reasonable
and practicable to employ alternative
‘procedures or to extend other normal
procedures with a view to obtaining the
most satisfactory possible determination
and review of inventory amounts,
Through the use of extended or substi-
tute procedures, it has ordinarily been

. possible in these cases, for the independ-
ent public accountants to satisfy them-
selves as to the substantial fairness of
the inventory amounts and thus to ex-
press their opinion without taking excep-
tion to the substantial fairness of the
representations as to inventories, al-
though their certificate indicated the
extent to which the normal auditing
procedures of observation or test-check-
ing of the jnventory had not been
employed,

On the basis of such conferences and
correspondence where full disclosure of
the circumstances has been made in the
financial statements and certificates, no
objections have been raised to the omis-
sion of normal procedures with respect
to statements for the current reporting
period of companies engaged in the pro-
duction of war materials,

The following statement of procedure,
prepared by William W. Werntz, chief
accountant, will be of assistance to regis-
trants ané their accountants faced with
circumstances which make it necessary
to curtail or omit certain normal audit-
ing procedures as to inventories in order
to avold delay in production and delivery
of war materials:

The taking of an inventory has always
been considered an important part of the
accounting of a corporation in reporting its
position and the resuits of its operations,
Observation of the taking of Inventory or
the test-checking of the inventory has for
some time been recognized as a normal pro-
cedure to be followed by independent public
accountants in audits made for the purpcse
of expressing their professional opinion as
to whether the financial statements fairly
reflect the financial position of a company
and the results of its operations in accord-
ance with generally accepted accounting
principles and practices applied on s basis
consistent with that of the preceding year.

¥ See Securities and Exchange Commis~
sion, Report on Investigation In the matter
of McKesson & Robbins, Inc, (1040), particu-
larly pp, 309 ff,; Testimony of Expert Wit-

Under parsgraph (b) (1) of Rule 2-02 of
Reguiation 8-X (17 CFR, 210.2-02), failure
to employ any procedure generally recognized
as normal must be disclosed and the reasons
for such omission given. Paragraph (b) (i)
of such rule further calls for a representa-
tion as to whether the audit was made in
accordance with generally accepted auditing
standards applicable in the circumstances,
Fallure to employ the procedure under dis-
cussion would, where Inventorles were of
material amount, necessitate an exception to
any positive statement that such standards
had been observed.® The existence of such
an exception, moreover, would make the cer-
tificate subject to the citation of a deficlency
in respect thereto, It may also be noted
that It is genernlly recognized that where an
exception is sufficlently material to negative
the expression of an opinton as to the fair-
ness of the presentation made by the finan-
cial statements, the auditor should refrain
from giving any opinion at all®

Under present eircumstpnces, however, it
may in particular cases be impossible to take
n satisfactory physical Inventory without
interruption of the production and delivery
of war materials. It may also be impossible
for the independent accountants to have
such physical contact with the inventory as
normal auditing procedure calls for, Where
the book inventory records provide sufficient
control over inventories, & temporary cessa-
tion of the periodic comparison with the
physical stocktakings would ordinarily be
less serious than where book records are in
mdequate or lacking, However, it Is clearly
in the public interest that as positive and ef-
fectlve substantiation of the Inventory
amounts be made ss circumstances permit,
The auditor by devising supplemental pro-
cedures based on the circumstances of the
particular case and by extending the scope
of normal procedures which do not require
cessation of production should endeavor
wherever possible so to satiafy himself as
to the substantial falrness of the inventory
amounts that his certificate, while indlcating
the omission of the normal procedure of ob-
servation or test-checking, need not contain
an exception to the substantial falrness of
the presentation of inventories.

Where circumstinces show that the ob-
servance of normal procedures with respect
to inventories would result in interruption
of production or delivery of war materials,
It is t' e administrative policy of the Commis-
slon not to object to the omission, provided
all reasonable and practical alternative and
additional measures are taken by the com-
pany and its acoountants to support the sub-
stantial fairness of the amounts at which in-
ventories are included in the financial state-
ments and provided further that by means
of & letter the company indicates the neces-
sity for omitting such procedures, and the
financial statements and sccountants' cer-
tificate contain appropriaste disclosures and
representations. In the letter to the Com-
mission accompanying or preceding the an-
nual or other report, but not as a
thereof, the company should give the follow-
ing information: '

(1) Its priority ratings and the extent to
which the company is engaged in production

nesses In the matter of McKesson & Robbins,
Ine. (1939), pp. 38 1, 150 ., 160 1T, 250 .,
205 11, 348 11, 405 11, 460 £, 512 7., 564 f1,, and
603 ff. For a statement of present practice seg
American Institute of Accountants, State-
ments on Auditing Procedure, Bulletins No,
1 (October 1939) and No. 3 (February 1040).

1 See Accounting Series Release No. 21, p.
30 (February 5, 1041),

1 See, for example, American Institute of
Accountants, Statements on Auditing Pro-
cedure, Bulleting No, 2 (December 1639) and
No. 8 (September 1941); and Rule 5 of the
Rules of Professional Conduct of the Amerl-
can Institute of Accountants as revised and
sdopted January 6, 1941,

10925

of war materials, In terms for example of
the proportion of inventories, production or
other appropriate basts.

(2) Astatement as to whether normal pro=-
cedures in the taking of inventories are to
be followed except where interruption to the
production of war materials would result,

(3) The delay that would be caused by
shutting down to take inventory.

(4) A statement ns to whether it is feasible
or practicable for the particular company to
take reasonably accurate physical Inventories
while the plants are In operation or at times
when the plants are shut down for other
purposes, Such evidence would ordinarily
include an indication of the number of shifts
per day, the number of days worked per
week or other standard period, and whether
shut-downs as for repairs or rearrangements
may be utilized for inventory taking.

(5) If at the time of the last physical
Inventory it was necessary ta make signifi-
cant adjustments in order to reconcile book
and physical inventories, a summarized state-
ment of the general nature and amounts of
such adjustments,

Under the circumstances of cases of this
kind Rule 2-02 of Regulation 8-X reguires,
in my opinion, that the accountants’ cer-
tificate contain at least the following Infor-
mation:

(a) A specific statement of the extent to
which normal procedures as to physical in-
ventories were omitted, Indicating if such in-
formation is not given In the statements
themselves, the amount of inventories in-
volved.

(b) A specific statement of the reason why
normal physical inventory procedures wers
omitted, that 15, because thelr observance
would result in a material interruption in
the production of war materials,

(¢) A specific statement as to the extent
of the accounting records and controls as
to inventories and as to whether the account-
ants coaslder them adeéquate.

(d) A description of the supplementary or
extended procedures undertaken by the ac-
countants in view of the absence of a physi~
cal inventory and the omission of normal
auditing procedures in connection therewith,
Buch description need not be detalled beyond
the point necessary to indicate the general
nature and extent of the supplementary or
extended procedures undertaken.

In many cases, it is probable that by means
of thelr alternative and extended procedures
the independent public accountants will have
satisfied themselves as to the substantial
falrness of the amounts at which Inventories
are stated, and in such case a positive state-
ment to that effect should be made. In some
cases It may be that, while the scope of pro-
cedures followed will not be such as to have
so satisfied the accountants, they will be able
to take the position that on the basls of the
work done they have no reison to believe
that the inventories reflected in the state-
ments are unfalrly stated.

Of course, if the scope of the work done or
the results obtained from the procedures fol-
lowed or the data on which to base an opin-
ion are 50 unsatisfactory to the accountants
us to preclude any expression of opinton, or to
require an adverse opinion, that situation
must be disclosed not only by an #xception
running to the scope of the audit, but also
by means of an exception in the opinion par-
agraph as to the fairness of the presentation
made by the financial statements, However,
in such case, the company and its certifying
nccountants will be asked to furnish the
Commission a statement showing that un-
ususal circumstances exist which prevent the
accountants from undertaking such addi-
tional procedures as would in the account-
ants' judgment enable them to satisfy theme
selves as to the substantial fairness of the
inventory amounts, Ordinarily, such state-
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ment should be transmitted to the Commis-
sion In advance of filing,

The disclosure made in the financial state-
ments and certificate will of course be sub-
ject to the usual review In the light of the
Commission’s requirements and the clrcum-
stances of the particular case. It is implicit
that, nt the earliest opportunity, every rea-
sonable effort will be made to take physical
inventory, with normal observation and test-
checking by the certifying sccountants, and
that any practicable improvements in the ac-
counting records and controls of inventory
will be undertaken, Finally, it should be
understood that waiver of objections with
reapect to the current annual report will not
necessarily constitute s basis for similar ac-
tion In respect of annual reports for subse-
quent years or statements filed in registra-
tions for the sale of securities,

[Accounting Series Release No. 30, Jan-
uary 22, 1942)

§ 211.32 Accountants’ certificates. Ap.
plication of Rules 2-02, 3-07, 4-02, and
4-04 of Regulation S-X (17 CFR 210.2-02,
2103-07, 210.4-02, 210.4-04) regarding
requirements as to disclosure by inde-
pendent public accountants of the prin-
ciple followed in including or excluding
subsidiaries in consolidated statements.
Inquiry has been made whether, under
the rules of the Commission, it is neces-~
sary for an independent public account-
ant to indicate in his certificate that gen-
erally accepted accounting principles and
practices have not been applied on & basis
consistent with that of the preceding year
where a wholly owned subsidiary con-
solidated in the preceding year is not
to be consolidated in the year under
review. The Inquiry assumed that the
registrant's policy in the past had been
to consolidate all wholly owned subsidi-
arles and that the current exclusion of
the subsidiary from consolidation was
due to changed conditions and was made
with a view to more fairly presenting the
financial condition and results of opera-
tions of the registrant and its subsidi-
aries,

The portions of Regulation S-X which
seem directly involved are Rules 4-02,
4-04, 3-07, and 2-02 (c) (17 CFR 210.4-02,
210.4-04, 210.3-07, 210.2-02 (c)). Rule
4-02 provides, in part, that:

The registrant shall follow in the consoli-
dated statements principles of inclusion or
exclusion which will clearly exhibit the finan-
clal condition and results of operations of
the registrant and its subsidiaries.

Rule 4-04 (a) requires that:

The principle adopted in determining the
inclusion and exclusion of subsidiaries in
each consolidated balance sheet and in each
group balance sheet of unconsolidated sub-
sidiaries shall be stated In a note to the
respective balance aheet.

Rule 3-07 requires disclosure of any
significant change in accounting prin-
ciple or practice and, if the change sub-
stantially affects proper comparison with
the preceding fiscal period, the necessary
explanation. Finally, subdivision (ii) of
Rule 2-02 (¢) requires the accountant's
certificate to state clearly “the opinion of
the accountant as to any changes in ac-
counting principles or practices required
to be set forth by Rule 3-07." .

To my' mind it would be necessary
under the rules of the Commission, un-
less the subsidiary Involved was so small
as to be immaterial, for the accountant
to indicate In his certificate that gener-
ally accepted accounting principles and
practices had not been applied on & basis
consistent with that of the preceding
year. In stating the principles of in-
clusion or exclusion followed in & par-

ticular consolidation it is not sufficient-

under Rules 4-02 and 4-04 (a) merely
to indicate that the registrant is follow-
ing in the consolidated statements prin-
ciples of Inclusion or exclusion which
will clearly reflect the financial condi-
tion and results of operations of the
registrant and its subsidiaries. A state-
ment such as this would give no satis-
factory information to the reader and,
indeed, would permit the use of widely
different and shifting consolidations
without constituting a change in the
principles followed. Instead, the lan-
guage of Rule 4-02 should be considered
as setting a test which the specific prin-
ciples adopted in a given case must meet.

The specific principles followed should
be objective and definite, such as, for
example, that the registrant includes in
consolidation all wholly owned subsid-
iaries, or all domestic wholly owned sub-
sidiaries or all wholly owned manufac-
turing subsidiaries. Any such principles
would, of course, have to meet the gen-
eral test prescribed In Rule 4-02.
Furthermore, unf®ess all subsidiaries
which fall within the class designated
by the specific principles of consolida-
tion are, in fact, consolidated, the spe-
cific statement is clearly inaccurate and
misleading. It is therefore my opinion
that the exclusion of the subsidiary in
the case under discussion constitutes a
change in the principles of consolidation
followed.

I think the operation of the rules re-
ferred to can best be indicated by the
following illustration. Let us assume
that g given registrant in its 1940 state-
ments consolidated all of its wholly
owned subsidiaries, In the 1941 state-
ments one significant wholly owned for-
eign subsidiary was excluded by reason
of the registrant’s inability to obtain
statements therefor. Under such cir-
cumstances Rule 4-04 (b) would require
that the name of the excluded subsidiary
be given. The statement of the prin-
ciples of consolidation required by Rule
4-04 (a) would have to be appropriately
modified to Indicate that the wholly
owned subsidiary was not consolidated.
Rule 3-07 would require, if the change
substantially affected comparison with
prior years, an appropriate explanation.
Rule 2-02 (¢) (i) would require a state-
ment in the certificate of the account-
ant’s opinion as to the change in the
principles of consolidation employed.

Thus, it would not be proper, in my
opinion, for the accountant to represent
that the statements presented fairly the
financial condition of the company and
its consolidated subsidiaries and the re-
sults of their operations for the fiscal
year, in conformity with generally ac-
cepted accounting principles and prac-

! Chief Accountant.
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tices applied on a basis consistent with
that of the preceding year. Instead, it
would, in my opinion, be necessary to
indicate that the principles of consolida-
tion had been changed. If the new basis
met with the approval of the accountant,
as it presumably would, a positive state-
ment to that effect should be made, If
it did not, it would seem necessary to
take an exception which would run to
the fairness of the presentation.

The sbove conclusion may be con-
trasted with a case similar In a1l respects
except that the subsidiary is dropped
from consolidation because of sale of the
investment therein. In cases such as
this no change in the principles of con-
solidation results, since all subsidiaries
wholly owned at the date of the state-
ment are included In the consolidation.
Disclosure that the former subsidiary is
not included would, however, be re-
quired by Rule 4-04 (b) and, under cer-
tain circumstances, Rule 3-06 might re-
quire that additional information, such
as the reason for the change, be in-
cluded either in the financial statements
or in the accountant's certificate, [Ac-
cg;mung Series Release No. 32, March 10,
19421

§211.35 Disclosure to be given to cer-
tain types of provisions and conditions
that limit the availability of surplus for
dividend purposes. Inquiry has been
made from time to time as to the neces-
sity of disclosing, in finaneial statements
filed with the Commission, provisions
and conditions which in the particular
case materially limit the availability of
surplus for dividend purposes. The fol-
lowing are charaeteristic situations:

1. Trensury stock has been acquired.

2. Dividend arrearages exist on cumula-
tive preferred stock.

8. The preference of preferred shares upon
involuntary lquidation exceeds the par of
stated value™ of such shares.

4. The provisions of a trust indenture or
loan agreement permit dividends on con-
mon or preferred stock to be paid only from
earnings accumulated subsequent to & speci-
fied date or if surplus exceeds a certaln
amount.

5. The provisions of a trust Indenture or
Joan agreement prohibit the payment of
dividends when such payment would reduce
the muargin of current assets over current
liabllities below a stated minimum.

6. The articles of incorporation require
that an amount eguivalent to a certaln per-
centage of the par wvalue of the greatest
number of preferred shares outstanding at
any one time s to be set aside semiannuslly
out of surplus or net profit before dividends
may be pald on common stock.

7. A loan agreement provides that divi-
dends may only be pald after securing the
congent of the lender,

8. An order or reguirement of a regula-
tory agency having jurisdiction limits the
right to declare or pay dividends.

In my’ opinion, generally accepted

and sound accounting practice requires
the disclosure of these and similar re-

»Cf. Rule 3-18 (d) (3) of Regulation
8-X, and also Accounting Serles Release No.
9 which requires that in most cases an opin-
lon of counsel be given as to whether this
condition constitutes a restriction on sur-
plus,
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strictions on surplus,” Otherwise, an
erroneous impression is likely to be glven
the reader of the financial statements.
Since Rule 3-06 of Regulation S-X (17
CFR, 210.3-06) provides that:

The information required with respect to
any statement ghall be furnished as & mini-
mum requirement to which shall be added
such further material information as is nec-
essary to make the required statements, in
light of the clrcumstances under which they
are made, not misleading,

it is clear that in all statements filed with
the Commission appropriate disclosure of
material restrictions on surplus should be
made. -

Minimum disclosure, in my opinion,
would consist of & description of the re-
striction, indicating briefly its source, its
pertinent provisions, and, where appro-
priate and determinable, the amount of
the surplus so restricted. Such disclo-
sure should be made either in a note to
the balance sheet or in an appropriate
place in the surplus section of the balance
sheet, Also, any statement of surplus,
such as is prescribed in Rule 11-02 of
Regulation S-X (17 CFR, 210.11-02),
should contain similar information or
should refer to the disclosure made in
the balance sheet. Since the declaration
and payment of dividends depends on
many factors, other than the mere ab-
sence of restrictions of the type under
discussion, disclosure pursuant to the
above requirement should not be made in
such a way as improperly to leave an
inference that dividends will or may nec-
essarily be declared from surplus in ex-
cess of the restrictions noted. [Account-
mgzserles Release No. 35, September 3,
1942)

§211.36 Treatment by an investment
company of interest collected on de-
/auited bonds applicadble to a period prior
to the date on which such bonds and de-
faulted interest were purchased. Ques-
tion has been raised as to the treatment
by an investment company of interest
collected on defaulted bonds applicable
to a period prior to the date on which
such bonds and defaulted interest were
acquired. In the particular case an in-
vestment company purchased, at a “flat”
price of $260,000,. $1,000,000 principal
amount of bonds with attached defaulted
interest coupons amounting to $250,000.
The company subsequent to the purchase
received an interest payment of $40,000
on account of defaulted interest coupons
for periods prior to the purchase.

Where a purchase {s made of defaulted
bonds with defaulted interest coupons
attached, it is clear that the purchase
price covers not only the right to receive
the principal of the bond itself, but also
the right to receive any payments made
on the defaulted Interest coupons pur-
chased. Under these circumstances the
price paid cannot be deemed to reflect
only the cost of acquis'tion of the {s-
suer's obligation to pay the principal
sum, but must instead be considered to
reflect as well the cost of acquisition of
the {ssuer’s existing obligation to pay the
interest coupons already matured. In

#Cf. American Institute of Accountants,
Examination of Pinancial Statements (1936),
P. 29,

the usual case, moreover, there is no sat-
isfactory basis on which to allocate the
total price between the bond on the one
hand and the defaulted interest coupons
on the other. Under such circumstances
the bond and defaulted coupons should
be treated as a unit for accounting pur-
poses, and collections on account of the
defaulted interest coupons should be
treated not as interest on the sum in-
vested, but rather as repayments thereof.
Moreover, in view of the uncertainty of
eventually receiving payments in excess
of the purchase price, It is my* opinion
that ordinarily no part of any payment,
whether on account of principal or the
defaulted interest, should be considered
as profit until the full purchase price has
beeni recovered.

In the instant case, therefore, the re-
ceipt of the $40,000 interest payment
should, in my opinion, be treated as a re-
duction of the cost of the investment and
not as interest income, or as a profit on
the investment. After payments are re-
ceived on account of the principal and
defaulted interest in an amount equal to
the purchase price, any further collec-
tions thereon should be treated, in my
opinion, not as interest, but as profit on
securities purchased. On  the other
hand, it seems clear  that éollection of
interest coupons covering periods sub-
sequent to the purchase may be treated
as interest income unless the circum-
stances of a particular case are such as
to indicate that, despite the apparent na-
ture of the payment, recovery of the cost
of the investment through sale or re-

~demption is so uncertain as to make it

necessary to treat the payment as a
reduction of the investment. [Account-
Ing Series Release No. 36, November 6,
1942}

§211.37 Amendment of Rule 2-01 of
Regulation S-X (17 CFR, 210.2-01)—
qualifications of accountants certifying
to financial statements required to be
filed with the Commission. Superseded
by Release No. 44 (17 CFR, 211.44).
Paragraph (c), which was added to Rule
2-01 by this amendment, was amended on
May 24, 1943, and accordingly is not re-
produced here,

At the time the amendment was
adopted the following statement was
made:

The amendment makes it clear that, In de-
termining whether certifying accountants
are in fact independent @&s to a particular
company, there should be taken into account
the circumstances surrounding not only the
work done In certifying statements filed with
the Commission, but also other work done
for the particular company by such ac-
countants, including the certification of any
financial statements which have been pub-
lished or otherwise made generally avail-
able to security holders, creditors, or the
public, /

The new rule codifies principles to be ap-
plled by the Commission in considering ques-
tions of independence, It appears desirable
to incorporate these principles in the pub-
Iished rules and regulations, in view of cases
in which substantial amounts due from offi-
cers and directors were shown separately in
balance sheets filed with the Commission
but, In the balance sheet contained in the
annual report to stockholders, were included

i Chief Accountant,
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without disclosure under the caption "Ac-
counts and notes recelvable, less reserves.

Underlying the Commission’s requirement
that clear disclosure be made of the amounts
due from officers, directors, and principal
stockholders ¥ is the principle that such per-
sons have obligations and responsibilities
comparable to those of a fiduciary, and that
therefore the filnancial statements should
clearly reveal amounts due from such per-
sons, accompanied, where the amounts in-
volved are substantial, by appropriate sup-
porting detalls.  Where an indebtedness
results from a transaction between the com-
pany and one or more of the management,
as Individuals, the certifying sccountants
should employ every means st thelr disposal
to Insist upon full disclosure by the com-
pany and, falling persuasion of the company,
should as a minimum qualify their certificate
or disclose therein the Information not set
forth in the statements, Perhaps the most
critical test of the actuality of an account-
ant's independence is the strength of his
ingistence upon full disclosure of transac-
tions betveen the company and members
of its management as individuals; accession
to the wishes of the management in such
cases must inevitably ralse a serious question
as to whether the accountant is In fact inde-
pendent, Moreover, In considering whether
an accountant is In fact independent, such
accession to the wishes of the management
is no less significant when it occurs with
respect to the financlal statements included
in an annual report to security holders or
otherwise made public than when It occurs
with respect to statements required to be
filed with the Comimission,

{Accounting Series Release No. 37, No-
vember 7, 1942]

§211.38 Treatment in financial state-
“ments of post-war refjunds of Federal
excess profits taxes. You have Inquired
with respect to the propriety of the man-
ner in which the company proposes to re-
flect in its financial statements the post-
war refunds of Pederal excess profits
taxes which are provided for by Section
250 of the Revenue Act of 1942 You
state that the corporation’s tax return
will indicate that the corporation will be
subject to an excess profits tax of $1,000,-
000, that the company will therefore be
entitled under the statute to a post-war
refund credit amounting to $100,000, and
that within 3 months after the payment
of the tax the company will be entitled
to receive bonds of the United States in
an agegregate face amount equal to the
credit so established. You note that the
Act provides that such bonds shall bear
no interest, and only after, and not be-
fore, cessation of hostilities in the present
war may the bonds be transferred by sale,
exchange, assignment, pledge, hypothe-
cation, or otherwise,

As I' understand {t, you propose to
deduct in your profit and loss statement
excess profits taxes in the amount of
$900,000, the net amount of such taxes
ultimately payable. However, disclosure
will be made of the gross amount of the
tax and of the net credit thereagainst.

*The requirements of Rule 502 (7) and
Schedule IT of Rule 5-04 of Regulation 8-X
(17 CFR, 210.5-02 (7), 210.6-04) except trade
accounts subject to the usual trade terms,
ordinary travel and expense sdvances, and
other such items arising In the ordinary
course of business,

¥ New Part III, comprising sections 780~
783, Bubchapter E of Chapter 2, Internal
Revenue Code,
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Concurrently, you propose to set up an
asset account in the amount of $100,000
to reflect the amount receivable as &
post-war refund and to reflect $1,000,000
as a current liability. When bonds are
received the caption of the account will
be altered to indicate that fact. You
thus proposed to treat the total amount
payable gs, in effect, partially a payment
of taxes and partially, to the extent of
the post-war credit, as an investment in
a special type of Government bonds.
Upon the basis of the facts stated, the
treatment you propose is, in my opinfon,
in sccordance with sound and generally
accepted accounting principles and prac-
tice and should be followed. However,
in view of its special characteristics, the
amount receivable as & post-war refund
should not, in my opinion, be presently
classified as current assets or invest-
ments, but should rather be shown
among “other assets.” [Accounting
Series Release No. 38, December 19, 1942)

§ 211,41 Conditions under which com-
panies reporting on Forms 10-K (17 CFR,
249.310) and N-30A-1 (17 CFR, 274.101)
may file coples of their regular annual
reports to stockholders in place of certain
of the financial statements required to be
filed by such forms. A recent amend-
ment of Form 10-K (17 CFR, 249.310)
provides that in partial response to the
requirements for filing financial state-
ments a registrant may If it wishes file
& copy of its regular annual report to
stockholders and incorporate by refer-

ence the financial statements contained .

in such report. This procedure may be
followed, however, only if the financial
statements included In the report to
stockholders substantially conform to
the requirements of Regulation 8-X (17
CFR, Part 210). Of course, any financial
statements or schedules required by the
instructions that are not included in the
stockholders’ report must also be fur-
nished.

A review of numerous stockholders’
reports covering the year 1941 indicates
that in many cases the financial state-
ments included are identical with those
filed subsequently as part of the annual
report on Form 10-K except that & num-
ber of relatively minor items shown sepa-
rately in the report on Form 10-K are
grouped, or combined with closely similar
items in the report to stockholders. In-
quiries have been received as to whether,
where condensation of this type exists,
the statements may nevertheless be con-
sidered to conform substantially to the
requirements of Regulation S8-X (17
CFR, Part 210).

The provisions of Article 5 of Regu-
lation 8-X (17 CFR, Part 210) contain
& general statement of the details to be

shown in balance sheets and income

statements flled by commercial and in-
dustrial companies. Such requirements
are, however, supplemented by and sub-
Ject to the general rules contained in
Article 3. Rule 3-06 (17 CFR, 210.3-06)
thereof provides, on the one hand, that,
in applying the requirements to the cir-
cumstances of an individual case, there
shall be given, in addition to the required
information, such further information
85 is necessary to make the required
statements, in the light of the circum-
§tances under which they are made, not

misleading, On the other hand, Rule
3-02 provides that, if the amount to be
shown under any particular caption is
not significant, the caption need not be
separafely set forth. The effect of these
two general requirements is to require
the disclosure of significant information
not specifically called for, but to permit
the omission of information, even though
covered by a specific requirement, if the
item involved s not significant. It
should be pointed out, however, that in
some cases the significance of an item
may be Independent of the amount in-
volved. For example, amounts due to
and from officers and directors, because
of their special nature and origin, ought
generally to bet forth separately even
though the dollar amounts involved are
relatively small. Likewise, disclosure of
the various types of surplus, the import-
ant reserve accounts, and, under present
conditions, the accrued lability for taxes
is of importance. In the same way, in
the corporate income statement of a
company having large investments in
subsidiaries or in the securities of un-
affiliated companies, the disclosure of
income from dividends and interest is
necessary firrespective of the amount,
since the or smallness of divi-
dend and interest income is of as great
importance as the exact amount thereof,
In the income statement generally, it is
important that the major elements such
as sales and cost of sales, substantial
items of other income and fncome de-
ductions, and the provision for income
and excess profits taxes be separately
disclosed, unless to do so would violate
the provisions of the Code of Wartime
Practices. Finally, care should be taken
that the necessary descriptive and ex-
planatory footnotes applicable to the
particular statements are set forth.

On the other hand, the combination
under a miscellaneous caption of minor
items the current assets or lia-
bilities resulting from the ordinary
course of business, or their combination
with closely similar items that are large
in amount, is, in my opinion, permissible
and, where minor items are numerous,
would tend to improve the legibility of
the statements. Similar combinations
appear to be permissible within the other
major categorles of items customarily ap-
pearing in the financial statements, such
as deferred charges, prepaid expenses,
and fixed assets. Generally, .however,
condensation in the balance sheet would
not appear appropriate with respect to
an item amounting to more than 10 per-
cent of its immediate category, such s
deferred charges, or more than 5 percent
of total assets. Where, however, the im-
mediate category Is less than 5 percent
of total assets, it would generally appear
permissible to combine all components
of the category under a suitable caption.

If such condensation as may exist in
the financial statements Included in the
regular annual report to stockholders has
been made along the lines indicated, such
financial statements would in my opin-
ion substantially conform to the require-
ments of Regulation S8-X and could,
therefore, under the recent amendment
to Form 10-K, be incorporated by refer-
ence in annual reports on that form, Of
course, care should be taken that the
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captions used are not such as to be mis-
leading.

Form N-30A-1, the annual report
form for investment companies subject
to the Investment Company Act of 1940,
has been amended in the same manner
as Form 10-K. While the discussion
above relates to the financial statements
of commercial, industrial, and utility
companies using Form 10-K, comparabie
principles are applicable to investment
companies using this form. [Accounting
Serles Release No. 41, December 22, 1942)

§21142 Disclosure to be made in
financial statements with respect to re-
serves established to provide for possible
losses and other contingencies arising
out of existing war conditions, In view
of the material effects which war condi-
tions may have on the results of opera-
tions and the financial condition of cor-
porations, careful consideration must be
given to the need for establishing ap-
propriate reserves intended to provide
for final settlement of war production
gontracts, for post-war readjustments,
and for other possible losses or adjust-
ments resulting from present conditions.
Where such reserves are established a
full and accurate disclosure of the re-
serves established and the purposes
thereof is required by Regulation S-X
(17 CFR, Part 210) in financial state-
ments filed with the Commission.®

Since reserves such as those men-
tioned will differ in character, depend-
ing on the purpose underlying their es-
tablishment, the provisions of Regula-
tion 8-X (17 CFR, Part 210) that will
be applicable depend to some extent
upon the nature of the particular re-
serves, Reserves in the nature of valua-
tion or qualifying reserves are required
to be deducted from the assets to which
they apply in conformity to Rule 3-11
of Regulation S-X (17 CFR, 210.3-11).
Others not relating to specific assets
should properly be shown under Cap-
tion 32 of Rule 5-02 (17 CFR, 210.5-02) —
Reserves, not elsewhere shown. In still
other cases the contingency or condition
against which the reserve is provided
may be so indefinite and problematical
that the reserve is in effect no more
than earmarked earned surplus and can
best be shown as a subdivision thereof.
Finally, in certain cases the reserve may
reflect the estimated amount of an
actual liability and should be shown as
such. In any case the caption of each
reserve or major class of reserves should
be clearly descriptive of the purpose for
which the reserve has been established.
It should further be noted that Rule
12-13 (17 CFR, 210.12-19), which asks
for supporting data as to all reserves
not included in specific schedules, re-
quires that the reserves be grouped and
listed according to major classes under
properly descriptive titles, While the
instructions permit the grouping of spe-
cial contingency reserves it would be
improper, in my*® opinion, so to group
reserves of the character under discus-
sion or to combine them with other re-
serves as to fall to disclose clearly the

! Chief Accountant,

*CJ. American Institute of Accountants,
Accounting Research Bulletin No. 13, “Ac-
counting for Special Reserves Arising Out
of the War,"” dated January 1042,
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various types of war contingencies and
conditions for wifich reserves have been
established.

Classification and description of the
charges made in establishing such re-
serves should likewise be given careful
attention. In this connection it should
be noted that Rule 3-19 (¢) (17 CFR,
§ 210.3-19 (c)) requires disclosure of the
policy followed as to providing for de-
preciation, depletion, obsolescence, and
amortization. Where establishment of a
reserve of the type under discussion in-
volves & modification of any of such pol-
icles, a clear statement is called for by
the rule, Where the offsetting charges
are not made to the profit and loss or
income statement it will be noted that
the schedules required in support of re-
serves call for a clear description of the
circumstances. Where the offsetting
charges are made to the income state-
ment, it will be noted that Rule 5-03 re-
quires the amounts if significant, to be
stated separately and clearly described,
unless properly includible under the cap-
tion "Cost of sales,” which caption the
rule does not require to be subdivided.

Particular attention is also directed
to the fact that the requirements of
Regulation 8-X (17 CFR, part 210) are
to be considered to be minimum require-
ments and that Rule 3-06 (17 CFR,
210.3-06) specifically requires that there
“shall be added such further material
information as is necessary to make the
required statements, in the light of the
circumstances under which they are
made, not misleading.” However, care
should be taken that no disclosure of in-
formation is made which would contra-
vene the Code of Wartime Practices,

Reserves of the character under dis-
cussion may in some cases indicate a
future need of cash, as for example in
the case of reserves for separation al-
lowances. While the provision of funds
to meet necessary expenditures is not a
matter of accounting policy, it may be
appropriate to point out that the mere
establishment of a reserve will not of
itself ensure the accumulation and avail-
ability of such liquid funds as may be
required. Where such future cash re-
quirements exist, independent considera-
tion should be given, as a matter of
financial policy, to the desirability of
taking additional steps toward providing
such funds, as by “funding"” the reserve
through accumulation and possibly seg-
regation of cash or liquid assets equiv-
alent to the reserves established. [Ac-
gotixsziang Series Release No. 42, January

E ]

§211.44 Amendments to Rule 2-01 of
Regulation S-X (17 CFR 210.2-01) re-
garding qualifications of accountants
certifying to financial statements re-
quired to be filed with the Commission.
Subsequent to the adoption, on Novem-
ber 7, 1942, of the present subsection (¢)
of Rule 2-01 (17 CFR, 210.2-01), repre-
sentatives of the accounting profession
made inquiry as to whether the language
“in determining whether an accountant
is in fact independent with respect to a
particular company, appropriate consid-
eration shall be given to the propriety of
the relationships and practices involved
In all services performed for the company
by such accountant” implied that the

Commission would seek to determine the
“propriety” of all such relationships in
and of themselves. In discussions and
conferences arising out of such fnquiries,
the Commisison made it clear that it was
interested in relationships between a
certifying accountant and a registrant
only insofar as the existence of particu-
lar relationships might be relevant to its
determination whether the accountant
was In fact independent. In order to
avoid any possible misinterpretation of
its policy in this respect, the Commission
has amended Rule 2-01 (¢) (17 CFR,
210.2-01) so as to restate its objectives in
more general terms, thus avoiding the
misunderstanding apparently resulting
from the use of more particularized
language in the original rule.

At the same time Rule 2-01 (b) (17
CFR, 210.2-01) has been amended to
make it clear that the relationships listed
therein are not the only relationships
which would prevent an accountant
from being Independent In fact. In this
connection, attention is directed to Ac-
counting Series Releases Nos, 2, 22, 28,
and® 37 (17 CFR, 211.2, 211.22, 21128,
211.37), which cqntain statements of ad-
ministrative policy and opinions of the
Chief Accountant on the question of
independence. Release 22 (17 CFR
211.22) , moreover, includes a summary of
the principal Commission decisions in-
volving independence of accountants, A
summary of informal decisions on the
question will be issued at a later date.
[Accounting Series Release No. 44, May
24, 1943)

§21145 Treatment of premiums paid
upon the redemption of preferred stock.
Inquiry has frequently been made as to
whether & premium paid on the redemp-
tion of preferred stock in excess of the
amounts pald in thereon may properly
be charged against capital contributed
by another class of shareholders or
whether, when earned surplus is present,
the excess premium should be -charged
thereagainst, The following case is typ-
fcal. The A Corporation has outstand-
ing 10,000 shares of $100 par value 6
percent cumulative preferred stock which
was sold at 105 and Is redeemable at
the option of the company on any divi-
dend date at 110. There are also out-
standing 40,000 shares of $50 par value
common stock which were sold at $60
per share, At the time the corporation
proposes to call the preferred shares for
redemption, the balance sheet reflects
earned surplus of $300,000 and capital
surplus of $450,000, The capital surplus
consists of $50,000 paid in by preferred
shareholders and $400,000 paid in by
common shareholders,

The case presented involves a funda-
mental principle of accounting mainte-
nance of the distinction between capital
and income, In recognition of this prin-
ciple, it has long been agreed that paid-
in capital may not be used to absorb
expenses or charges that should be de-
ducted from gross income or revenue to
determine net income.” While the charge

¥ In the course of & formal reorganization,
or a quasi-reorganization, a deficit in earned
surplus may be charged to capital surplus,
See Accounting Serles Releases Nos, 1, 185, 16,
and 25,
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involved in the instant case Is not rele-
vant to a determination of the amount
of net income, it does raise the cognate
question of whether payment of redemp-
tion premiums in excess of the amount
paid in on the shares being retired should
first be considered to be distributions of
available earned surplus, rather than of
amounts paid in on shares still out-
standing.

In order to maintain a proper distine-
tion between capital and income, it is
my ' opinion that it is necessary to con-
sider the entire amount contributed by
shareholders as capital regardless of
whether reflected in the accounts as
capital stock or as capital or paid-in
surplus. When a corporation by appro-
priate legal action classifies its share
capital, with resulting distinctions In
dividend rights, assets priorities, voting
powers, and other matters, adherence to
the principles mentioned, in my opinion,
requires appropriate accounting recogni-
tion of the classification of shares not
only in respect of the legal or stated
capital but also in respect of the related
contributions in excess of legal or stated
capital, In my opinion, reflection of a
redemption premium paid to one class of
shareholders as a diminution or utiliza-
tion of amounts contributed by another
class, or by shares of the same class still
outstanding, would ordinarily be incon-
sistent with recognition of these prin-
ciples in that the capital contribution
shown for outstanding shares would
thenceforth be less than the amount
actually paid in on such shares although
(1) no amounts were in fact repaid in
respect of the outstanding shares; (2) at
the time of the disbursement there ex-
isted accumulated earmed surplus; and
(3) such earned surplus would therefore
be available for distribution as appar-
ently earned dividends, although in fact
capital contributed in respect of the out-
standing shares had not been maintained
intact.

It is, therefore, my opinion that in the
case cited the amount paid preferred
shareholders in excess of the amounts
contributed by them should be charged
to earned surplus. Also, if at the time
of redemption any amounts are paid on
account of accumulated unpaid divi-
dends, such amounts should likewise be
charged to earned surplus.

In the above example an entire issue
of preferred shares was assumed to have
been redeemed. If less than an entire
issue were redeemed it would not, in my
opinion, ordinarily be proper, in the light
of the above discussion, to charge against
capital surplus contributed by the pre-
ferred stock an amount per share in ex-
cess of the pro-rata portion of such capi-
tal surplus applicable to each share of
preferred stock outstanding prior to the
redemption in question. .

In the case cited, all of the capital
surplus represented amounts paid in on
shares still outstanding. In some casesa
part of capital surplus may have resulted
from the prior reacquisition and retire-
ment of preferred or common shares at

* Chlef Accountant,
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less than the amounts paid in thereon®
Such capital surplus does not therefore
represent apy amounts paid in on shares
still outstanding. Where this condition
exists, I would ordinarily see no objection
to utilizing such capital surplus for the
purpose of absorbing the excess of the
redemption price over the amounts paid
in on the shares being retired.

There remain to be considered cases
in which outstanding preferred stock is
retired and replaced by new preferred
stock, usually bearing a lower dividend
rate, In such case, of course, a saving to
Junior security holders is accomplished
which will be reflected in increased earn-
ings applicable to junior securities, and
unless distributed, in increased balances
of earned surplus. In a number of such
cases arising under the Public Utility
Holding Company Act of 1935, where
earned surplus was absent or inadequate,
the Commission has as & matter of ad-
ministrative policy raised no objection
to a procedure designed to offset the re-
demption premiums against subsequent
earnings. Howéver, in such cases it has
ordinarily been required that the annual
offset be not less than the savings effected
by the lower dividend rate on the new
stock and that in any case the premiums
be fully offset within a reasonably short
period. [Accounting Series Release No.
45, June 21, 1043).

§ 21147 Independence of certifying
accountants; Summary of past releases
of the Commission and a compilation of
hitherto unpublished cases or inguiries
arising under several of the Acts admin-
istered by the Commission. Various stat-
tutes administered by the Securities and
Exchange Commission recognize the nec-
essity of independence on the part of an
accountant who certifies financial state-
ments, In administering these Acts the
Commission has consistently held that
the question of independence is one of
fact, to be determined In the light of all
the pertinent circumstances in a par-
ticular case. For this reason it has not
been practicable, and the Commission
has made no attempt, to catalog all of
the relationships or situations that might
prevent an accountant from being inde-
pendent. However, in Rule 2-01 (b) of
Regulation 8-X (17 CFR, 210.2-01 (b))
the Commission has indicated certain
relationships such as those of officer,
director, or employee which it believes
are so likely to prevent a completely ob-
Jective review of the financial statements
of a registrant as to preclude its recog-
nizing an accountant occupying such &
position as independent.

In addition to summarizing past re-
leases of the Commission on the ques-
tion of Independence, the new release
includes a compilation of hitherto un-
published rulings in cases or inquiries
arising under the Securities Act of 1933,
the Securities Exchange Act of 1934, or
the Investment Company Act of 1940.
Preparation of this compilation, an-

*» When capital stock is rescquired and
retired, it is recognized that any surplus
arising therefrom is capital and should be
accounted for as such. See Accounting Series
Release No, 6 (1638 (17 CFR, 211.8) ); Ameri-
ean Institute of Accountants, Accounting Re-
scarch Bulletin No, 1 (16389).

nounced in Accounting Series Release No.
44 (17 CFR, 211.44), was undertaken
as a result of a suggestion by representa-
tives of professional accounting societies
that knowledge of informal rulings would
be of particular assistance to account-
ants and others interested in determin-
ing the circumstances under which a
certifying accountant is likely to be con-
sidered to be not in fact independent.

The release, prepared by the Chief Ac-
countant, follows:

The requirements of the Securities and
Exchange Commission that an accountant
be In fact independent with respect to a
company whose financial statements he cer-
tifies Is grounded on the conviction that the
existence of certain types of relationships
between a company and its certifying ac-
countant might bias the accountant's judg-
ment on accounting and auditing matters.
Certain relationships between an sccountant
and his client appear so apt to prevent the
accountant from reviewing the fnancial
statements and accounting procedures of a
registrant with compiete objectivity that the
Commission has taken the position that ex-
istence of these relationships will preclude
its finding that the accountant is, in fact,
independent, Accordingly, Rule 2-01 (b) of
Regulation 8-X (17 ., 2102-01 (b) pro-
vides that “The Commission wil! not recog-
nize any certified public accountant or public
accountant as independent who is not in fact
independent., For example, an scoountant
will not be considered Independent with re-
spect to any person in whom he has any sub-
stantial Interest, direct or indirect, or with
whom he is, or was during the period of
report, connected as a promoter, underwriter,
voting trustee, director, officer, or employee."”
In addition, Accounting Series Release No. 2
(17 CFR, 211.2) indicated that an accountant
was not to be considered independent with
respect to a particular company when his
holdings of the capital stock of that com-
pany were substantial in amount and were
significant with respect to the company's
total capital or the accountant's personal
fortune. A test of 1 percent was suggested
in the latter connection. Also, sAccounting
Scries Release No. 22 (17 CFR, 211.22) indi-
cated that an accountant would not be con-
sidered to be independent if the company
whose financial statements he certified had
indemnified him against all losses, claims,
und damages arising out of such certification
other than as a result of the accountant's
willful misstatements or omissions.

In a number of its Findings and Opinions
the Commission had occasion to discuss the
question of independence in the light of the
facts of a particular case. The earlier Com-
mission decisions and relesses have been
summarized in Accounting Series Release No.
22 (17 CFR, 21122), Subsequent to the fs-
suance of this release several other decisions
involving the question of independence have
been issued. In In the matter of Southeast-
ern Industrial Loan Company (Securities Act
of 1933, Releaso No. 2726) it was held that the
nature of the business relationships between
the accounting on the one hand and the
registrant, ita parents, and its affiliates on the
otke: weresuch as to destroy the accountant’s
independence, In In the matter of Kenneth
N. Logan (Securities Exchange Act of 1034,
Roleasa No, 3111; Accounting Serles Release
No. 28) (17 CFR, 211.28) the Commisrion
held an sccountant to be not independent
where he had a substantial investment in the
registrant, the cost of which amounted to
about 8 percent of his net worth, and where
he had approved or acqulesced In procedures
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Exchange Ac: of 1034, Release No. 3285A) the
question of the independence of the certify-
ing accounts was not raised in the order for
heuring and so no finding was made on this
point, yet the Commission did state in the
course of its discussion that “* * * an
aecountant who consistently submerges his
preferences or convictions as to accounting
prineiples to the wishes of his client is not
n fact independent.” Finally, in adopting
Ruie 2-01 (¢) of Regulations S-X (17 CFR
210.2-01 (¢)),.the Commission said In Ac.
counting Series Releas¢ No, 37 (17 CFR
21137): ¥ Perhaps the most critical test of
the actuality of an sccountant’s Independ-
ence 15 the strength of his Insistence upon
full disclosure of transactions between the
company and members of its management as
individuals * * **

In the case of the great majority of finan-
clal statements filed with the Commission no
question has been ralsed as to the Independ-
ence of the certifying accountant. However,
in addition to the formal decisions referred
to above there have been many Informal rul-
ings In cases arising under the Securities Act
of 1033, the Securities Exchange Act of 1834,
or the Investment Company Act of 1940, It
s not feastble to present adequately in sum-
marized form the circumstances existing in
particular cases in which It was determined
not to question an accountant's independ-
ence. The following compilation therefore
includes only representative examples of cases
in which an accountant was considered not
to be independent with respect to a particular
company.

1, An accountant held an Investment of
about $200,000 in the capital stock of o
registrant. This Investment constituted
about 25 percent of the accountant's per-
sonal fortune and was about 2 percent of
the company’'s total outstanding capital
stock. Held, the accountant could not be
considered Independent for the purpose of
certifying the financial statements of this
registrant,

2. An accountant's wife held a trust cer-
tificate issued by an Investment trust on
which hsd been pald an amount equal to
3 percent of the combined personal fortunes
of the snccountant and his wife, The with-
drawal value of the trust certificate was less
than $1,000 and was about 114 percent of
their personal fortunes. The accountant

“dertified the finsncial statements of the in-

vestment trust as well as the financial state-
ments of the corporation that sponsored the
trust, The had no equity In the
assets of the trust, but derived virtually all
of its income from its sctivities as sponsor.
Held, the accountant could not be considered
Independent with respect to the Investment
trust. Held, the facts given tended to indi-
cate that the accountant was not inde-
pendent with respect to the sponsoring
corporation.

3. An accountant had some years earlier
invested a substantial amount of money in
securities of a registrant. The fair current
value of this Investment exceeded 50 percent
of the accountant's al fortune. Held,
the accountant could not be considered in-
dependent for the purpose of certifying the
financial statements of this registrant.,

4. An accountant had Joaned $5,000 to &
registrant., A business associate of the ac-
countant had loaned an additional $15,000
to the registrant. These loans bore interest
and were secured by a 2i5-percent share In
the net profits of the registrant, A son of
the accountant was an officer of the reg-
lstrant, Held, the accountant could not be
considered independent for the purpose of

that were designed to conceal a speculative
use to which funds of the registrant had
been put. While in In the matter of Assocl-
ated Gas and Electric Company (Securities

= The language of Rule 2-01 (¢) was sub-
sequently clarified by an amendment an-
nounced in Accounting Series Release No. 44
(1943),
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certifying the tﬁuncﬂﬂ statements of the

registrant,

5. An accofintant had for some time en-
deavored to persusde s department store that
wag his client to add a new departmient to
its business. The registrant finally agreed
to set up the departmont provided the ac-
countant would finance the cost thereof.
The accountant advanced the necessary funds
and the department proved successful, The
new department contributed less than § per-
cont Of the total revenues of the registrant.
Held, the accountant could not be considered
independent for the purpose of certifying the
financial statements of the registrant.

6. An accounting firm had rendered serv-
ices to a registrant for which the registrant
had not been able to pay, To guarantee
payment of the account the regisirant had
piedged shares of its own stock. In addition
it had given the accountants an option to
purchase the pledged securities at the market
price existing at the date the option was
given, Held, the sccounting firm could no
longer be considered independent for the
purpose of certifying the financial state-
ments of the registrant.

7. A registrant owned a small percentage
Of the stock of a sales company that sald
some of the registrant's products. The ac-
countant who certified the financial state-
ments of the registrant was the treasurer and
one of the stocicholders of the sales company.
Held, If the shares held by the registrant and
the nature of the sales relationship were such
#3 to give the registrant a significant elomont
of indirect contrcl over the sales company,
the accountant could not be considered inde-
pendent for the purpoee of certifying the
tinancial statements of the registrant.

87 A partner in sn accounting firm was
serving gs a member of the board of directors
of a registrant, This nccountant did not
participate In any way In the accounting
firm’s audit of the registrant. He!d, the ac-
counting firm could not be considered Inde-
pendent for the purpose of certifying the
financial statements of the registrant,

9. A partner in an accounting firm was
serving as a member of the board of direc-
tors of a registrant, Another partner in the
same accounting firm conducted the audit
of the registrant and certified the financial
etatements In his own name, not the firm
name, Held, the certifying sccountant could
not be considered independent for the pur-
poso of certifying the financial statements
of the registrant,

10. A partner in an accounting firm had
served on the board of directors of a regis-
trant but had resigned from that position
prior to the close of the most recent fiscal
year. This nccountant had not participated
in any way In the accounting firm's audits
Of the registrant, Held, that the sccounting
firm could not be considered independent for
the purpose of certifying filnancial statoments
of the registrant covering any period during
which a partner of the accounting firm was
a director of the registrant.

11. A partner In an sccounting firm was
serving #s n member of the board of direc-
tors of a registrant, having been appolnted
to that position by a Federnl court following
a reorganization. Held, the accounting firm
of which this individual was a member could
not be considered independent for the pur-
pose of certifying the finpncial statements
of the registrant. .

12. A partner In an sccounting firm was
A member of the board of directors of & reg-
istrant and was also one of the voting trus-
tees of the registrant’s stock. The voting
trust had been established at the request of
& lending bank that desired thereby to as-
sure continuity of the registrant’s manage-
ment. Held, the accounting firm of which
this accountant was & member could not be
considered independent for the purposa of
certifying the financial statements of this
reglstrant,

No, 18—+

18. A partner in an accounting firm was
one of three trustees of s voting trust in
which shares of preferred stock of a regise
trant had been deposited. Dividends had
not been pald on the preferred stock and ft
had become entitied to elect & majority of
the board of directors. The voting trust Kiad
been set up to assure continuity of the exist-
ing management, and was in a position to
exercise ultimate control over the registrant,
Held, the sccounting firm, of which one of
the voting trustees was a member, could
not be considered Independent for the pur-
posa of certifying the financlal statements
of the registrant,

14. The board of directors of a registrant
had established an “operating committes”
in which had been vested all powers neces-
sary and approprinte to the supervision of
the management of the business. It was In-
tended that the principal duty of the com-
mittee would be the making of recommenda-
tions to the board of directors, The com-
mittee consisted of two members of tho
board of directors and o member of the ac-
counting firm that regularly certified the
financial atatements of the registrant, Heid,
neither the Individual accountant nor his
firm could be considersd Independent for
the purpcse of certifying the financial state-
ments of the registrant,

15. A registrant filed certified financial
statements of two subsidiary companies, The
finznecial statements of one subsidiary had
been certified by a member of an accounting
firm who also served as assistant secretary of
the subsidisry, The financial statements of
the other subsidiary had been certified by a
member of another accounting firm who
served as assistant secretary and assistant
treasurer of that subsidiary, Néither ac-
countant recelved any remuneration for
serving ns officers of these subsidiaries, Held,
the accounting firms Involved could not be
considered independent for the purpose of
certifying the financial statements of the
eompany in which one of their members
served as an officer,

16. An Individual serving as assistant
treasurer and chlef accountant of a regis-
trant was the son of a partner in the ac-
counting firm that certified the financial
statements of the registrant., The son was
living with his father at the time. The son
served the registrant under the direc-
tion and supervision of the treasurer of the
company. Held, the accounting firm cduld
not be considered independent for the pur-
pose of certifylng the financlal statements
of the registrant.

17. A senlor staff member of an sccount-
ing firm was appointed controller of a reg-
istrant as successor to a controller who had
entered the armed forces of the United
States during the war emergeney. This em-
ployee, who had formerly been In charge of
the audit of the registrant, remained on the
staff of the accounting firm but relinquished
&ll responsibility for the audit of the regis-
trant, and did no work for the accounting
firm in connection therewith, Held, the ac-
counting firm could not be constdered in-
dependent for the purpose of certifying the
financial statements of this registrant,
Held, further, the accounting firm could not
be considered independent for the
of certifying the financial statements of the
reglstrant if the senlor staff member were
to leave the employ of the sccounting firm
and be pald by the registrant, but this are
rangement was subject to the understanding
among the several parties that upon the
termination of the war emergency he would
return to the staff of the nccounting firm.

18. The accountant who sudited the finan-
cial statements of an investment trust had
been given office space in the office of the
sponsor of the Investment trust. The ac-
countant regularly gave advice concerning
the Internal accounting policies of the trust,
The sponsor of the trust had agreed to pay
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the sccountant a stipulated amount per year
less whatever the accountant was nble to
earn from the Investment trust and his other
clients, Held, that accountant could not be
considered independent for the purpose of
certifying the financial statements of the
Investment trust. '

19, The accounting firm that certified the
Annsncial statements of n particular regis-
trant had In the past followed the practice
of drawing up the monthly journsl records
of the company from underlying documents
that had been prepared by the registrant's
ataff. These journal records were posted to
the appropriate ledgers by the certifylng
accountants. At the end of the year the
audit engagement was undertaken by per=
sonnel of the certifying sccountant that was
not connected with the original recording
of the nccounting data. Held, the account-
Ing firm could not be considered independ-
ent for the purpose of certifying the finan-
clal statements of this registrant.

20. A swoall loan company kept its account-
Ing records on a cash basis. The primary
rocords of the company consisted of dally
cazh reports that were prepared by the
cashler and signed by the mamager. The
nccountant who certified the financial state-
ment of this company took no part in the
preparation of these basic records. However,
he did sudit these cash reports each month
and then proceeded to enter the totals In a
summary record which he in turn posted
to the general ledger, The certifying ac-
countunt also made adjusting Journal entries
each month with respect to insurance, taxes,
depreciation, and similar items. The com-
pany was small and did not require the sorv-
fces of n full-time bookkeeper. The certify-
ing accountant devoted about one day o
month to the clerical or bookkeeping tasks
described above. Held, the sccountant could
not be considered independent for the pur-
pose of certifying the financial statements
of this reglstrant,

[Accounting Series Release No. 47, Jan-
uary 25, 1944) 3

§21150 The propriely of writing
down goodwill by means of charges to
capital surplus. Inquiry has been made
as to whether in a financial statement re-
quired to be filed with the Commission
goodwill may be written down or written
off by means of charges to capital sur-
plus. The goodwill in question resulted
from the acquisition during the year of
the assets and business of a going con-
cern at a price of $2,000,000, payable in
cash or its equivalent. It was deter-
mined that $1,750,000 was paid for the
physical assets acquired and $250,000 for
goodwill. It is now proposed to write off
this goodwill by a charge to capital
surplus.

In my opinion ' the proposed charge to
capital surplas is contrary to sound ac-
counting principles. It is clear that if
the goodwill here involved is, or were to
become, worthless, it would be necessary
to write it off. Preferably such write-off
should have been accomplished through
timely charges to income, but in no event
would it be permissible, under sound ac-
counting principles, to charge the loss to
capital surplus. The procedure being
proposed would, however, evade such
charges to income or earned surplus and
would consequently result in an over-
statement of income and earned surplus
and an understatement of capital.

This position was expressly taken in
the following paragraph of the Commis-

3 Chief Accountant.
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sion’s opinion in In the Matter of Asso-
ciated Gas and Electric Company, 11
S. E. C. 1025:

[the] poaition [taken] with respect to
intangibles not subject to amortization as-
sumes that as long as the write-off is made
because of conservatlsm before actual realiza-
tion of the loss, the write-off may be made
to capital surplus. This practice would per-
mit a corperation to circumvent charges
which should be made againsi income oOr
earned surplus by recognizing them in ad-
vance 68 n charge sgainst caplital surplus
and, in our cpinlon, it is not consistent with
the fundamental principle tihnt a distinction
should bo maintained between capital and
income.

[Accounting Series Release No. 50, Janu-
ary 20, 18451

£ 211,51 Disposition of Rule II (e)
(17 CFR 201.2) proceedings against cer-
tifying accountant jailing to observe ap-
propriate audit requirements -as to
financial statements of broker-dealer
under Rule X~-17A-5 (17 CFR, 240.17a-5) .
The Securities and Exchange Commis-
sion today made public the following
information concerning private proceed-
ings involving a certified public ac-
countant. The accountant in guestion
had certified the financial statements of
a registered broker-dealer filed as part
of & report pursuant to the requirements
of Rule X-1TA-5 (17 CFR, 240.17a-5),
adopied under Section 17 (a) of the Se-
curities Exchange Act of 1934, The
proceedings were instituted to determine
whether, pursuant to Rule II (e) (17
CFR, 201.2) of the Commission’s Rules
of Practice, the accountant in question
should be temporarily or permanently
denied the privilege of practicing before
the Commission.

The statement of the broker-dealer
in question, a corporation, was required
to include financial statements certified
by an independent certified public ac-
countant or independent public account-
ant. The certificate of the respondent
in these proceedings read, in part, as
follows:

I have reviewed your accounting records
and procedures, analyzed and verified all ac-
counts with deblt as well as credit balanoces
and examined or verified all securities and
cash {tems, underlying customers, brokers,
officers, snd inventory or trading accounts
in accordance with the generally accepted
audit standards applicable to brokers,

I hereby certify that the Balance Sheet
headed Exhibit A together with the support-
ing schedules and detalls corresponding to
the questions contained in 8. E. C. Form
X~-17A-5 (17 CFR, 240.617) entered in on the
Table of Contents attached to my report
herewith, In my opinlon correctly reflects

the finanecial status of your corporation as

ot - - ..

Subsequent examination of the records
of the broker-deazler by the Commis-
sion’s staff indicated that as of the date
the above report was filed the corpora-
tion was insolvent; that customers' free
securities had been wrongfully hypothe-
cated in connection with notes payable
to banks; other customers’ free securi-
ties had been treated as securities of
officers pledged to secure such officers’
debit balances due to the corporation;
and that ceriain notes payable to banks,
secured by customers’ free securities, and
the collateral thereto were not recorded

on the books of the broker-dealer and
were not included in the liabilities shown
in the certified statement of financial
condition filed with the Commission.

The certifying accountant stipulated
that his testimony given during the
course of the Commission’s investigation
of the broker-dealer involved could be
made a part of the record in these pro-
ceedings. From his testimony, the fol-
lowing facts were established as to the
circumstances of his engagement and
the scope and nature of his audit:

The auditor was a certifled public ac-~
countant of some thirty years' expe-
rience, but was actually engaged mostly
in income and other tax work; only
twice before had he made audits of a
broker-dealer;

He had met the broker-dealer's presi-
dent through another client some
months before he obtained the present
engagement but had done no work for
the broker-dealer previously; arrange-
ments for the engagement were made
by an officer of the broker-dealer who
was also the firm's bookkeeper;

Prior to his audit in connection with
the Form X-17A-5 filed by the broker-
dealer he had read the instructions ap-
plicable to the form including the mini-
mum sudit requirements prescribed
therein;

His “audit” consisted primarily of (1)
the preparation of a trial balance of the
general ledger, (2) the examination of
securities on hand at a date several days
subsequent to the date of statement, (3)
comparison of such securities with a
purported inventory of securities handed
him by the bookkeeper, (4) reconcilia-
tion, as of the date of the audit, of two
bank statements which were given to
him, together with the applicable can-
celled checks, by the firm's president;
and (5) examination of some correspond-
ence in the firm’s files and of certain
“confirmations” of “bank loans and the
undﬁlyinz collateral obtained by the
president.,

The audit made thus failed to include
a number of procedures and safeguards
which are prescribed in the instructions
to Form X-17A~5 as minimum audit re-
quirements for the proper substantia-
tion of a statement of the financial con-
dition of a broker-dealer, The more
important procedures omitted in this
case were:

(a) Verification of securities In transit or
transfer;

(b) Obtaining of written confirmations by
direct correspondence in respect of bank
balances, money borrowed and collateral
pledged thereagainst, accounts and seouri-
ties carried for others, securities borrowed
and loaned, securities fatled to deliver and
falled to receive, and accounts with cus-
tomers, officers and directors; and

(¢) Review of the methods of internal
nocounting control of the broker-dealer and
its procedures for safeguarding securities,

In the course of his testimony the ac-
countant stated that he *"didn't complete
the thing, perhaps, the way I should
have * * * perhaps not as thoroughly
as Ishould * * * I was anxious to get
away. I went down to Florida and this en-
gagement was the last one I had prior to go-
ing, and I was more or less in a hurry * * ¢

We agreed on a price of $125 to do the work
in connection with the balance sheet audit
and I believe I did $125 worth of work. That
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{s about the size of it * * * I did what
I would ordinarily do unless there was some-
thing that came up that was pecullar or
different or I suspected anything, but in
this case I didn't and actually I had only
this short experience in connection with
brokers * * * If I suspected there was
anything wrong one thousand dollars
wouldn't have covered the thing. I mean,
whitever you have to go through I—in other
words, I wouldn't have teken the engsge-
ment &t all because I was in a burry to get
away * ¢ *

It does not appear that the failure of
the certified public accountant to per-
form a satisfactory audit contributed to
the fraud perpetrated by the broker-
dealer involved, nor apparently did his
extreme laxity occasion losses to invest-
ors of the brokerage firm. For these rea-
sons and since the accountant has filed
a stipulation in which he has admitted
that he was familiar with the Commis-
sion’s Rule X-17A-5 (17 CFR, 240.17a-5)
and with Form X-17A-5 (17 CFR, 249.-
617) ; that he had not observed the min-
imum audit requirements prescribed by
that form; and that he would never
again practice before this Commission
as an accountant, the proceedings with
respect to him were discontinued. [Ac-
counting Series Release No. 51, Janu-
ary 26, 1945]

524152 Presentation in financial
statements of Federal income and excess
profits taxes in cases where a company
Jor which individual statements are filed
pays its tax as a member of a consoli-
dated group of companies., Inquiry has
been made as to the method to be fol-
lowed in reporting Federal income and
excess profits taxes pursuant to the pro-
visions of caption 15 of Rule 5-03 of Reg-
ulation 8-X (17 CFR, 210.5-03). In the
case cited the company files for tax pur-
poses &8 & member of a consolidated
group but files with the Commission its
individual financial statements. It is
stated that on an individual basis the
company would have been liable for §1,-
000,000 of Federal normal income and
excess profits taxes; and that $400,000 of
this amount represented excess profits
taxes. As a member of a consolidated
group its share of the consolidated in-
come and - excess profits taxes was
$700,000. >

Caption 15 of Rule 5-03 of Regulation
8-X (17 CFR, 210.5-03) requires that
there be stated separately “(a) Federal
normal income and excess profits taxes;
(b) other Federal income taxes; and (¢)
other Income taxes® Where a company
is flling individual financial statements
and reports on the same basis for tax
purposes, the above breakdown of the
total provision for Federal income and
excess profits taxes should be made.
Likewise, where consolidated finencial
statements are being filed, the above
breakdown should be made.

? In Accounting Serles Release No. 23 (April
9, 1941) (17 CFR, 211.23) It was indicated
that caption 15 contemplated “that the nor-
mal income, defense, and declared value ex-
cess profits taxes should be included under
subsection (a) and the cxcess s tax
prescribed by the Second Revenue Act of
1940 should be included under subsaction
(b).” The excess profits taxes preseatly in
effect-shiould therefore be shown under (b).
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In the case cited, however, the pro-
vision made by the individual reporting
company for income and excess profits
taxes represents merely a provision for
its share of the income and excess prof-
its taxes of the consolidated group of
companies, In the instant case, the
share of the aggregate consolidated tax
apportioned to an individual member of
the group was, I * understand, determined
on the basis of the ratio of the total tax
that would have been paid by a particu-
lar company to the combined tax that
would have been paid had all members of
the group filed on an individual basis,
Under such circumstances, I am of the
opinion that an allocation of an individ-
ual company's share of the aggregate tax
as between excess profits taxes on the one
hand and normal and surtax on the
other hand would be arbltrary and of
little significance. For this reason I feel
it would be appropriate for a member
of the group to combine in its individual
statements subdivisions (a) and (b) of
caption 15 and to show its provision for
Federal income and excess profits taxes
as a single item. By means of footnotes,
however, there should be shown the es-
timated amount of Federal income and
excess profits taxes applicable to the
company had it filed on an individual
basis, with an indication of the estim-
ated amount of excess profits taxes in-
volved. [Accounting Series Release No.
52, May 10, 1845]

§21153 Slatement of the Commis-
sion’s opinion regarding “charges in leuw
of income tazes” and “Provisions for in-
come tazes” in the profil and loss state-
ment., The purpose of this statement is
to outline the Commission’s views in the
matter of so-called “Charges in lieu of
income taxes"” and of “Provisions for in-
come taxes" which are intentionally in
excess of those actually expected to be
payable; to give the reasons for that
opinion; and to state its views on the
points which certain accounting firms
have made in connection with the prin-
ciples discussed herein,

For some time there has been growing
up a practice, tolerated by some ac-
countants and sincerely advocated by
others, pursuant to which the current
income account is charged under the
heading of income taxes or charges in
lieu of income taxes, not only with the
income taxes expected to be paid by the
company but also with an additional sum
equivalent to the reduction in taxes
brought about by unusual circumstances
in a particular year” Certain public
utility companies have included such
charges and excessive income tax pro-

1 Chief Accountant,

*In general, the unusual circumstances are
based on differences in the sccounting treat-
ment of certaln i{tems for income tax pur-
poses and for general financial purposes, For
example, losses and expenses which had to he
taken as Income tax deductions in a given
period were not also taken as deductions in
the profit and loss statement for the same
period. Instead, because of differences in ac-
counting methods, such items had already
been charged off against income in previous
years, or were being charged off directly to
surplus or reserves, or were to be deferred
and charged off against income in future
yours,

.
-

visions among thelr Operating Expenses.
This additional charge against income is,
in most cases, offset either by a credit to
surplus or by utilizing the reduction for
some special purpose such as eliminating
a portion of unamortized discount on
bonds. The amount of the estimated re-
duction has been colioguially termed a
“tax saving" and the general problem is
loosely referred to as the “treatment of
tax savings,”?

This practice with {is variants has
caused the Commission some concern
and it seems desirable now to state our
views as to the accounting procedures
appropriate In such situations and to give
the reasons for them. In summary, our
conclusions are as follows:

(1) The amount shown as provision
for taxes should reflect only actual taxes
believed to be payable under the appli-
cable tax laws. .

(2) It may be appropriate, and under
some circumstances such as a cash re-
funding operation it Is ordinarily neces-
sary, to accelerate the amortization of
deferred items by charges against income
when such items have been treated as
deductions for tax purposes.”

(3) The use of the caption “Charges
or provisions in Heu of taxes" s not
accepteble,

(4) If it is determined, in view of the
tax effect now attributable to certain
transactions, to accelerate the amortiza-
tion of deferred charges or to write off
losses by means of charges to the income
account, the charge made should be so
captioned as to Indicate clearly the ex-
penses or losses being written off,

(5) The location within the income
statement of any such special charge
should depend on the nature of the item
being written off. In the case of a public
utility, for example, a special amortiza-
tion of bond discount and expense should
not be shown as an operating expense
but should be classified as a special item
along with other interest and debt serv-
ice charges in the “other deductions"
section.

(6) It is appropriate to call attention
to the existence of the special charge by
the use of appropriate explanatory lan-
guage in connection with intermediate
balances and totals,

(7) In the preparation of statements
reflecting estimates of future earnings, it

*We think this terminology is undesirable
in principle and possibly misieading. Our
preference is to call them “tax reductions.”
See footnote 23, infra.

*Under the controlling declsions of the
Federal courts (Helvering v, California Ore-
gan Power Co,, 76 F, (2d) 644 (1835),D.of C.,
Helvering v. Union Public Service Co., 75 P.
(2d) 723 (1935), Elghth Circult), unamor-
tized bond discount and expense applicablé
to bonds being refunded through the Issuance
of new bonds for cash are deductible for pur-
poses of the Federal income tax in the year
in which the refunding tckes place, Not all
accountants, however, are in socord that such
items must as a matter of sound accounting
be immediately written off. Many belleve
that such items should preferably be amor-
tized agalnst income over the life of the re-
funding issue If a correct statement of the
cost of money Is to be obtalned, (Cf., Healy,
Treatment of Debt, Discount and Premium
Upon Refunding, T3 Journal of Accountancy,
199 (March 1942).)
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is ordinarlly permissible to reflect as in-
come taxes the amount which it is ex-
pected will be payable if such earnings
are realized, provided, of course, the as-
sumptions as to the tax rates are dis-
closed.

(8) In the preparation of statements
which are designed to “give effect” to
specified transactions, the provision for
taxes may, depending on all the facts and
circumstances, properly represent either
(a) the actual taxes paid during the
period adjusted to give effect to the speci-
fied transactions, or, (b) an estimate of
the taxes that it Is expected will be pay-
able should the income of future years
be equal in amount to the adjusted in-
come shown in the statement. The
statement should, of course, clearly show
what the provision for taxes purports to
represent, }

The reasons for our views can best be
developed by using the facts relating to a
registiation statement recently filed by
the Virginia Electric and Power Com-
pany (VEPCO) under the Securities Act
of 1933 in which we took a position in the
matter. This case is chosen not only be-
cause its facts are typical of most cases
in which this problem arises but also be-
cause the public accountants who certi-
fied the financlal statements in that case
have since appeared before us and pra-
sented in detall thelr views in the mat-
ter.! The discussion of this case and of
the general problem which it typifies will
be presented under the following main
headings:

(8) The background of the Vepco Caze. A
brief description of the registration and of
the transactions giving rise to the problem.

(b) The certifiecd Anancial statements
originally filed. A description of the certified
financtal statements originally filed, pointing
out briefly our difficulties with the way In
which the so-called “tax saving” was handled,

(c) Amendments to the certified state-
ments. A description of the certified income
statements after each of the amendments,
pointing out briefly in each case our objec~
tlons to the treatmont accorded tax pro-
visions and “tax savings.”

(d) The pro forma income stalements. A
brief description of the pro forma statements

‘In the summer of 1944, we caused to be
circulated for comment a proposed Account-
Ing Series release containing @ tentative
statement of our conclusions in this matter,
Comments were recelved from accountants,
registrants and others interested in the prob-
lem and a number of informnl conferences
were arranged with the staff and the Come-
nilssion, Of the twenty-eight letters and
comments recelved, five Individuals or firms
and a commitiee of the American Institute
of Accountants objected to the general posi-
tion taken In the draft, Subsequently, in
Docomber 1044, the Committee on Accounting
Procedure of the American Institute of Ac-
countants lssued a bulletin “Accounting for
Income Taxes" which in & number of im-
portant respects is inconsistent with the con-
clusions we have reached. In January 1945,
the Committee on Accounting Principles and

" Practice of the New Jersey Soclety of Certified

Public Accountants issued n statement with
respect to the A. L.A. bulletin, taking some
exeeption to the proposals made ga to the
treatment of “tax savings.” In coming to a
final conclusion in this matter, we have
given extensive consideration to the views
expressed and the polnts made by those com~
menting on the tentative statement of our
views, as well as to the contrary position
taken in the bulletin mentioned,
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filed, pointing out our objections to the
treatment of taxes in the statements origl-
nally filed,

(e) The findings and opinion of the Com=-
misston in the reiated case, in the Matter of
Virginia Eleotrie and Power Company (H.C. A,
Release 5741). A description of the financial
statements and ratios set forth in that
opinion which were criticized In some respects
by the certifying accountants in thelr dis-
cussion of this problem.

(f) The treatment of “Tar Savings" in
finanectal statemente filed with this Com-
mission. A detalled discussion of the con-
siderations underlying our views ns to the
treatment of income taxes and of so-called
“tax savings'"

(a) The background of the Vepco Case.
On March 23, 1945 the Virginia Electric
and Power Company (VEPCO) filed with
this Commission under the Securities
Act of 1933 a registration statement cov-
ering its First and Refunding Mortgage
Bonds, Series E. The statement after
being amended several times became ef-
fective on April 20, 1945 as to $59,000,000
of such bonds. Certain financial stafe-
ments of VEPCO included in the regis-
tration statement were certified by Ly-
brand, Ross Brothers & Montgomery,
Those of Virginia Public Szrvice Com-
pany, a company recently merged with
VEPCO, were certified by Arthur An-
derson & Co. Several days after the
amended statement became effective,
representatives of both firms of certify-
ing accountants appeared before the
Commission to discuss certain sccount-
ing questions as to the treatment of in-
come taxes and of the so-called “tax
savings."

In the registration statement filed by
VEPCO, certified financial statements for
the years 1942, 1943 and 1944 were filed
for VEPCO, for Virginia Public Service
Company which had been merged with
VEPCO on May 26, 1944, and for the two
companies combined. In addition, there
were filed “adjusted” balance sheets and
income statements designed to give ef-
fect to the merger with Virginia Public
Service Company, the sale of certain
transportation properties, the proposed
refinancing and certain related ad-
Justments,

The accounting and “tax savings”
issues centered on the treatment to be
accorded the following three items
which arose out of transactions that had
oceurred in 1944:

(1) Premiums and expenses incurred
in refunding VEPCO's bonds, amounting
to $2.383,006.46.F

(2) A loss of $3,418,715.16 sustained
upon the sgle by VEPCO of certain
transportation properties.

(3) An item of $600,949 said to arise
out of the asserted fact that the normal
depreciation on certain plant facilities
was substantially less than the amorti-
zation of such facilities taken for tax

*In 1942 Virginia Public Service Company
calied for redemption certain of its outstand-
ing bonds. Unamortized debt discount and
expense, call premium and expenses appli-
cable to the redeemed bonds amounted to
£2,021,708.13. Solely In order to stmpilfy
the present discussion, this ftem is not dis-
cussed in detall although its treatment in-
volved much the same problems as the 1944
refunding,

purposes at 20% per annum under Sec-
tion 124 of the Internal Revenue Code.*

In the original registration statement,
and in all of the amendments, the regis-
trant and its accountants took the posi-
tion that the income statements should
be prepared in such a way as to reflect
therein charges equal to what it was esti-
maeated Federal excess profits taxes would
have been had not the special transac-
tions occurred. In the original filing the
provision for excess profits taxes was
shown as an operating expense not in
the amount expected to be paid but in
the amount that would have been payable
had not the three special items existed.
After the second amendment, the pro-
vision for excess profits taxes was shown
at what was actually estimated to be pay-
able for the current year under the ap-
plicable tax law, but a separate additional
charge, specially described, was also in-
cluded among the operating expenses in
an amount equal to the difference be-
tween the provision for actual taxes and
the estimated provision that would have
been needed had not the three iteins
existed. The third and fourth amend-
ments altered the description of these
special charges, and their position in the
income account. The wording of some
of the other related captions was also
modified. As finally amended, special
charges representing portions of the
premium and expenses on redemption of
the bonds and of loss on sale of properties
were wholly excluded from the operating
expenses and set out as a separate item
of “deductions from income.” The ad-
Justment within the income account
based on the treatment of emergency
facilities was eliminated, The extent to
which this presentation reflects the views
expressed in this opinion will be pointed
out later.

In Exhibits A, B, C and D there are pre-
sented the relevant portions of the 1944
income statement as originally filed and
after each amendment.

(b) The certified financial statements
originally filed. The Commission’s di-
rectly applicable accounting require-
ments are found in Rules 3-01 (a), 3-06,
5-03 and 11-02 of Regulation 8-X, (17
CFR, 210.3, 210.3-06, 210.5-03, 210.11-02).

* Section 124 of the Internal Revenus Code
provides for the deduction by taxpayvers, at
their election, of accelerated amortization
of property (including land) constituting an
“emergency facllity” by reason of certifica-
tion by designated Government authorities
that the property was pecessary in the in-
terest of nations] defense. Such amortiza-
tion, which Is is lleu of a deduction for or-
dinary depreclation usually at a much lower
annual rate, i§ based on an arbitrary five-
Yyear life period but this may be amended
to such shorter period ss will end with the
date offictally declared ns the end of the
cemergency war period. The President, by
Proclamation, terminated the emergency
period referred to in § 124 as of September 29,
1945, The VEPCO statements do not indicate
the dollar amounts of such facilities, the
normal depreciation taken, or the amortiza-
tion taken for tax purposes. The figure of
§609,949 represents the company’s estimate
of the amount by which Federal taxes would
have been increased had only the normal
depreciation been taken for tax purposes,
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The pertinent portions of the rules are
reprinted in the margin:®
It is apparent that these rules called

‘for the careful segregation and clear de-

scription of any nonrecurring or unususal
items charged or credited to the income
account or to earned surplus. The plain
import of caption 15 of Rule 5-03 is that
there shall be shown thereunder only
amounts actually provided for income
taxes.

With those requirements in mind we
turn to the income statement originally
filed by the registrant, and certified by
its accountants, purportedly in conform-
ify to the requirements of the Securities
Act and the rules and regulations issued
thereunder.

As will be seen from Exhibit A, there
was set forth in the 1944 income state-
ment. &8s an operating expense, an
amount for excess profits taxes equal to
what the registrant computed would
have been the amount of such taxes had
none of the three special items existed.
This excess profits tax figure appeared
under the caption, “Taxes, excluding re-
ductions shown separately below or ap-
plied against items charged directly to
surplus.”

The reduction in taxes attributed by
the registrant to the excess of the tax
amortization of emergency facilities over
the normal depreciation thereon was

Ya. Rule 5-03 (17 CFR, 210.5-03 (Profit and
Loss or Income Statements) Caption 18 Pro-
vision for income and excess profits tares.
State separately (a) Federal normal income
and excess profits taxes; (b) other Federal
income taxes: and (¢) other income taxes,

b. Rule 5-03, (17 CFR, 210,5-03) Caption
12; Miscellaneous income deductions, State
scparately, with explanations, any significant
amounts, designating clearly the nature of
the transactions out of which the items
arose,

¢, Rule 11-02 (17 OFR, 210.11-02) (State-
ment of Surplus) Captions S and 4. 3. Other
additions to surplus. Specify. If two or
more of the classes of surplus specified In
the rule as to the form and content of the
particular balance sheet are stated in one
amount, the nature of other additions to
surplus (caption 3) and of other deductions
from surplus (caption 4) shall nevertheless
be s0 deslgnated aa to indicate clesrly thelr
classification in accordance with such ap-
plicable rule, 4. Deductions from surplus
other than dividends. Specify. See caption
8.
d. The second sentence of Captlon 28 of
Rule 5-03 (17 CFR, 210.5-03) : A public utility
company using a uniform system of accounts
or s farm for annual report prescribed by
Federal or State asuthorities, or a simllar sys-
tem or report, may follow the general segre-
gation of operating expenses prescribed by
such system or report.

e. Rule 3-01 (a) (17 CFR, 2103-01 (8)).
Financial statements may be filed in such
form and order, and may use such generally
accepted terminology, &s will best indicate
thelr siguificancs and character in the light
of the provistdns applicable thereto.

1. Rule 3-06, The Information required with
respect 1o any statement shall be furnished
as a minimum requirement to which shall be
added such further material information as
is necessary to make the required statements,
in the light of the circumstances under which
they ace mede. not misicading. This rule
ghall be applicable to all statements required
to be filed, including coples of statements
required to be filed In the first instance with
other governmental agencles,
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added back to net income at the very
Zouom of the statement under this cap-
on: .

Reduction in Federal income and
excess profits taxes resulting from
the amortization of facilities ai-
lowable as emergency facilities
under the Internal Revenue Code,
which facilities are expected to be
employed through thelr normal
life and not to replace existing
facilities £600, 949

The sum of this item and of a figure
labelled *“Net Income” was described as
“Balance transferred to earned sur-

plus

In the related surplus statements,
charges were set forth in respect of the
refunding costs and the Joss on sale of
transportation properties as follows:

Loss arising in connection with
sale In 1944 of traunsporta-
tion property, less resulting
reduction in Federal taxes
81.361,842.18
Rademption premiums and
expenses in counection with
refunding of bonds, less
resulting reduction in-Fed-
eral taxes on income...... 291,910, 46

There were no notes to the certified
income or surplus statements in further
explanation of these items.*

*In the 1942 income statements of Vir-
ginly Publle Service Company o similar trans-

action wes explained by means of a footnote -

which If read in conjunction with the sur-
plus statement disclosed the toial refunding
expenses, The note read as follows:

(C) Federal Income and Excess Profits

Taxes:
Virginia Public Service Company and

sybsidiaries—The statements of income
for the year 1942 include provision for Fed-
eral normal {ncome and exoess profits taxes
computed on the basls of taxable net In-
come after deducting amortized debt dis-
count and expense, call premiums and
duplicate interest on long-term debt called
for redemption in 1842, The reduction re-
sulting from the availabllity of these non-
recurring deductions In computing the
amount of 1942 taxes payable amounts to
81,571,158 and an equal amount has been
deducted in the sccompanying statements
ol income for 1842 as special amortization
of debt discount and expense, The balance
of unamortized debt discount and expense,
call premiums and duplcate intercst on
Jong-term debt called for redemption in
1042 was charged against earned surpius,

However, the taxable net Income ag com-
puted did not reflect the deduction, for
tax purposes, of losses upon sales of ice and
railway property, and certain other items
charged to surplus. As a result, provisions
charged to Income In 1042 were approxi-
mately 330,000 in excess of the company's
liabllity for Federal income taxes s shown
in its tax return for that year. Pending
review of the returns, this excess provision
is included in accrued Federal income and
excess profits taxes at December 31, 1943,

In 1948 the company filed s claim for
refund of 1941 Federal taxes in the net
amount of spproximately 8287000 under
the carry-back provisions of the 1942 Rev-
enue Act, However, this amount is subject
to such adjustments as may result from
review by the U, 8. Treasury Department
and the clalm has not been recorded upon
the books of the company, * * * Bee
ilso Exhibit A,

The total refunding expenses can be com=-
puted by adding the disclosed reduction of
81.571,168 to the $450,540.98 which 15 shown
a5 a net direct debit to earned surplus,

The 1944 income statement as origi-
nalily filed by the regisirant and certified
by its public accountants, did not comply
with the applicable requirements and in
our opinion was clearly misleading in the
following important respects:

1. The total loss on sale of transportation
properties was not shown.

2. The amount of refunding expenses In
1044 conld not be determined.

3. The amount provided for the estimated
tax liability for 1944 could not be determined.

4. The treatment dnd disciosure of simliar
transactions was different, In 1942 the
amount of the estimated reduction In texes
due to the refunding was stated; this was not
done as to the 1944 refunding. Also the
trgatment nccorded tax deductible losees
churged tosurplus was different in 1942 than
in 1944, ¢

An Investor could thus determine from the
certified finuncial statements only that the
sum of the tax LUability plus loss on transpor-
tation properties plus the refunding expenses
amounted to a certaln figure a8 follows:

Provision for taxes =as
shown in the income state-
ment) :
Fodernl Income Tex. ... 82,139, 498.39
8,164,870, 79
(351,081.99)

Total tax provision...... 9,053, 285,10

Surplus charges, less result-
ing reduction in Federal
taxes on income:

1,361,842.18
201,019, 46

11, 807, 046. 81
Less: Reoduction due to
amortization of emergency
facilities (as shown in the
incotne statement)....... 600, 940. 00

Balanee.ceecaecunaa-- 10,9897, 097. 81

It s true that by reference to the
uncertified pro forma or adjusted income
statements 1t can be determined that
the reduction in taxes due to the items
charged to surplus was $4,148,050. It is
obviously unsound, however, to expect
that a collateral disclosure in one set of
statements will be inevitably and clearly
connected by the reader with the infor-
mation given in another and certified
set of statements, at least without a clear
cut cross reference” This was appar-
ently recognized since in the first amend-
ment 8 paragraph was added to Note C
to the income statement disclosing the
$4,148,050 figure.® However, even with
this figure before him the reader could
determine only the aggregate reduction
attributed to two wholly disparate items,
It seems self-evident that the actual to-
tal loss on transaction properties sold
and the total amount of refunding ex-
penses are material facts. We think it
equally apparent that the estimated

*As we said In our opinion in the matter
of Universal Camera Corporation {Securities
Act Release 3076, June 29, 1945): “A dis-
closure which makes the facts avallable in
such form that thelr significance is apparent
only upon searching analysis by experte does
not meet the standards Imposed by the
Securities Act of 1933 as we understand that
m.ﬂ

¥ The first amendment was filed before the
stafl issued ity letter of deficiencies,
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amount of actual taxes is an important

fact.”

There Is another, though less patent
difficully, The smount shown for excess
profiis taxes was $8,164,870,79. The post-
war credit agalnst excess profils taxes
was shown a5 $351,081.59, or at the rate of
about 4.3%. Since the postwar credgit
is normally 1095 of the excess profils tax,
the disparate relationship of these {wo
figures should raise a question to even
the average reader of the statement.
There was, however, no expianation di-
rected to this point, When the figure
shown . for excess profits taxes was re-
duced to the actual amount believed to
be payable ($3,406,871.79) no change was
msade in the amount shown for the post-
war credit. Apparently the amount by
which the excess profits tax provision
was increased on account of the charges
to surplus was net of the statutory 10%
credit. In other words, the figure shown
as a provision for excess profils taxes
was doubly a hybrid, First it com-
bined actual taxes with “lax saviags."
Second to the extent of the estimated
actual liabiiity it was computed at the
rate of 95%, but as to amounts in ex-
cess of actual liability, the rate used ap-
pears to have been 85.5%—that is, the
fuil 95% less the 10% postwar credit.

There remeins a final point—the cap-
tion under which the tax provision was
set forth, The language ‘Taxes—ex-
cluding reductions shown separately be-
low or appled against items charged
directly to surplus"” in our opinion
scarcely lJends itself to ready under-
standing but Instead is apt very easily to
convey exactly the opposite of its In-
tended meaning through its use of “ex-
clude me in"” language. In our opinion
such a description of this hybrid item
represents a distinct barrier rather than
an aid to understanding.”

In addition to all of the above difficul-
ties, two much more basic questions are
presented by the registrant’s sccounts:
(1) whether there may or should be in-
cluded in the operating expenses of a
regulated public utility, under the cap-

i The treatment in this case is particularly
unsstisfactory since the sggregate ‘‘reduc-
tion" is not divided proportionntely betwean
the two ltems, From the amended state-
ments, it appears that the total loss on trans-
portation properties was 8341871516 of
which $1,361.842.16 or about 40% appeared
a3 a charge to suwrplus. In the case of the
refunding expenses the total nmount WwWas
62.583,096.46 of which, however, only 8281 -
91646 or about 12% was charged to surplus.
Mquiry developed that these differences were
due first to the fact that in computing the
estimated actual tax for the year, the amount
recognized as an allowable tax deduction was
about 81,000,000 less than the $3.418.715 re-
corded as a loss on ‘the tooks; and second,
to the fact that the refunding expenses used
s o tux deduction amounted to shout 883,000
more than those written off in the accounts,
The amount of the reduction in taxes due
to each of these two items was computed by
upplying & rate of 356%, that is, the 95'%
excess profita tax rate less the 10% postwar
credit. Without knowledge of these impor-
tant facts, even an expert could do no more
than guess at what had been done with the
accounts,

¥ See footnote 9, supra,
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tion of taxes, any amount in excess of
the amount estimated to be actually pay-
able under the applicable provisions of
the tax laws; and (2) whether any
amount should be included in or with
such operating expenses to compensate
jor the reduction in taxes due to items
like those in question here, These Is-
sues are raised more clearly by the state-
ments in their amended form and dis-
cussion of them will be deferred until the
amendments have been described.

(¢c) Amendments to the certified
Anancial statements. In view of objec-
tions on the part of the Commission’s
stafl to the income statements as origi-
nally filed, a formal letter of deficiencies
Was sent on April 14, 1845 specifically

criticizing the presentation of the items

under discussion as follpws:

Financial Statements

Income Statementy

It is noted that the earned surplus state-
ment for the year 1842 reflects chinrges aggre-
gating 8407.288.10 representing “Unamortized
debt discount and expense, call premiums
and duplicate interest on long-term debt
called for redemption, less resulting reduc-
tion in Federal taxes on Income.” It i5 also
noted that the earned surpius statement for
the year 1944 refiects charges of §1,261,.842.16
and $291910.46 representing “Loss arising in
connection with sale in 1944 of transportation
propertiy” and “Redemption premium and ex-
penses In connection with refunding of
bonds" respectively, less, in each instance,
“resulting reduction in Federal taxes on in-
‘come."” Further, it is noted that the 1044
income statemonts reflect “tax savings” ag-
gregating $600,940.00 resulting from special
amortization of emergency facilities,

It appears that the total effective charges
1o savings in Federal income and excess profits
taxes resulting from the abiove redemption of
bonds, sale of property and special amortiza-
tion of emergency facllitles should be re-
flected separately in the income sccount
under an appropriate descriptive title. In
this connection, the title “charge in lieu of
taxes™ will not meet such requirement, Such
amounts should be shown immediately below
the total of “Operating Expenses and
Taxes,'" =

Following the fililng of the first
amendment on April 2, there occurred
several discussions with the staff based
generally on the position taken in the
letter of deficiencies dated April 14. In
these discussions it was made clear that
the stafl took the position that the tax
provision should not exceed the esti-
mated amount believed to be payable and
that charges to the income account “in
lieu of taxes” could not be considered
operating expenses. The staff also took
the position that it would not object to
charging the income account with so
much of the two items charged to sur-
plus (loss on sale of transportation prop-
erties and refunding expenses) as was
oqual to the company's estimate of the
reduction in taxes caused by such items.

#We do not construe this paragreph to
mean that charges may be made to income
for the so-called “tax savings,” provided only
they nre separately set forth. If it does, we
disagree. We construe the langusge to mean
rather thuat where taxes are reduced due to
gpecial circumstances special charges of an
equivalent amount may be made to the In-
come account, if the particular item Involved
is one that may properly be made to incgme
and if the special charge s clearly described
for what it is, for example, “Speclal charge-
off of unamortized bond discount.”

The second amendment was filed on
April 16, 1945, substantially revising the
certified income statement.for 1944. In
the amended statement, the provision
for excess profits taxes was shown at
the amount estimated to be actually pay-
able. The following new item, equal to
the reduction in the amount shown as
excess profits taxes, was inserted under
the general heading “Operating Ex-
penses and Taxes,”

Special charges equivalent to re-

duction in Federal excess

profits taxes rosulting from

special amortization of emer-

goncy.  facilities (reduction

shown separately below) and

from redemption of bonds and

sale of property (reductions

applied against related itoms

charged to surplus)

The item was Inserted immediately after
a total captioned “Total Operating ex-
penses and taxes before special charges.”
The sum of the special charges and the
above caption was labelled: “Total op-
erating expenses and taxes including
speclal charges” and this {tem was then
deducted from the total of operating
revenues to arrive at a figure labelled:
“Net operating revenues.” The re-
mainder of the income statement, and
the surplus accounts were the same as
in the original filing except that a para-
graph added by amendment #1 to Note
C to the income statement was dropped,
presumably because the $4,148,050 figure
it disclosed could now be derived from
data given In the income statement.™
It will be recalled that this figure was
the total amount by which taxes were
estimated to have bean reduced because
of the loss on transportation properties
and the refunding expenses.

The changes made are summarized in
the following table:

After M
amend-
ment

saly tled

$31, 681, 778 {851, 651, 778

Operating revenues............

Taxes, excluding redue-
tions shown ﬂnmldy
below or app t{nim&
ftemny diroctly

s
Foders! Income. ...
Federal exoess profits..

Total operating expenses
and taxes bofon special

By
Totaloporating o .
Nln‘: and lnmﬂ

smmmcmm

42,322, 060

: e e T -
Net operating revennes_| 9,35, 718 l 9,39, 718

3 See Exhibit B. The 84,148,050 figure can
be derived as follows:
84,757,999

Reduction due to amortiza-
tion of emergency facille °
ties (shown as last item
of income statement).__. 600, 949

Remainder applicable to
the two surplus items.. 84, 148, 050
*This caption was deleted by the second
amendment and the caption “Taxes" substi.
tuted therefor,
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The amended presentation was further
questioned by the stafl on these points:

1. The continued failure to disclose either
the totsl loss on sale of transportation prop-
erties or the total refunding expense,

2. The impropriety of adding the special
charges t0 operating expenses.

3. The propriety of the adjustment within
the income sccount in respect of the amor-
tization of emergency facilities,

The second of these points to some ex-
tent may conflict with the last sentence
of the deficlency letter, quoted earlier,
which read:

Such amounts (i. e¢. special charges)
should be shown immediately below the total
of "Opornnng Expenses and Taxes."

Physically, of course, registrant’s
amended statement conforms to the de-
ficiency letter by placing the special
charges immediately after the total men-
tioned. It was the stafl’s position, how-
ever, that the deficiency called for their
inclusion at that point as a separate, dis-
tinct and different item, rather than in
such & way as to imply that the special
charges were true operating expenses,
though perhaps nonrécurring in nature,
We feel that the language of the de-
ficiency letter might well have been more
explicit and so more in conformity with
the oral statements made by staff mem-
bers. In any event, however, the point
is now moot since when the case was
presented to us for directions, it was de-
termined not to permit inclusion of such
charges in or with operating expenses.

After some further discussion of the
matter with the registrant and its ac-
countants, the staff brought the case to
the Commission for directions, present-
ing for consideration the history of the
case and the views of the registrant and
its accountants both in this and other
similar cases. We thereupon directed
the staff to advise the registrant to the
following effect:

1. That no adjustment should be made
within the income statement based on the
cstimated reduction of income taxes due to
the amortization of emergency facilities ™

2, That no objection wouid be raised to
the inclusion in the income statement of an
item of 84,148,050 representing so much of
the refunding expenses?® and of the loss on
disposition of property as was equal to the
estimated reduction in {ncome taxes stirib-
utable thereto, the remainder of both these
items being charged directly to surplus: Pro-
vided, however, (a) That the caption for the
item Indicates clearly the nature and amount
of the ttem being charged off and (b) that
the special charge be excluded from operat-
ing expenses and shown as a deduction from
gross income,

Alter being advised as to our views, the
registrant on April 19, 1945 filed a third
amendment. In the revised income
statement, the $609,949 adjustment based
on the amortization of emergency faclli-
ties was omitted and taxes were shown
at the actual estimated amount thereof.
The $4,148,050 of Special Charges was
set forth as a separate item in the follow-
ing manner:

* Our views as to this particular variant of
the general problem are outiined in foot-
note 35,

* According to the registration statement
these costs consisted of redemption premiums
and expenses in connection with the refund-
ing of the bonds.
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QGross Income (before special
charges below)

SBpecial charges equivalent to
reduction in Federal excess
profits taxes resulting from
redemption of bonds ($2,-
091,177) and sale of prop-
erty (82,056,873) (reduc-

Gross Income (after

special charges) ...
Deductions from income....

9,024,308,24
3,719, 526, 80

Net IRCOME. e aeeean 6,204, 781,44

The qualification “before cpecial
charges below” was also added to two
prior captions so that they read as fol-
lows: -

Total operating expenses and taxes (before

special charges below).
Net operating revenues .(before special

charges below).

In addition Note C to the tax item was
amended to disciose that no adjustment
had been made in the Income statement
on account of the difference between de-
preciation taken therein on emergency
facilities and the amount claimed there-
for as amortization under Section 124 of
the Revenue Code. The amount by
which taxes were affected through this
difference was given.

The- staff brought the revised state-
ments to our attention and we indicated
that in our view the special charges
should be.classified as “other deductions™
inasmuch a&s they represented items
which, if charged to income, should, un-
der the classifications of accounts to
which the registrant was subject, be
charged as an item of other deductions.

Upon being advised of these views the
registrant filed its fourth amendment on
April 20 in which the special charges were
classifled as an ‘tem of other deductions
and Note C was expanded somewhat to
set forth specifically the amounts
charged to income In respect of the re-
funding expenses and the loss on trans-
portation properties, Asrevised, the note
no longer stated the amount of the tax
reduction atiributed by the registrant to
the difference between the amount of de-
preciation and amortization taken on the
emergency facilities. However, this
amount can be derived from the other
figures shown.

In transmitting to the registrant our
views on the income statement as set
forth in the third amendment, the staff
indicated that the use of the words “be-
fore special charges below" in the several
captions mentioned above was objection-
able. We do not believe this position to
be wholly sound. We feel that the ex-
istence of large special and unusual
transactions ought properly to be force-
fully brought to the attention of the
reader of the statement. We feel also
that the use of appropriate qualifying
words such as “see special charges” in
connection with the pertinent captions
is an appropriate means of warning the
reader of the existence of such {tems as
were present in this case,

(d) The pro forma income statements,
In addition to the certified income state-
ments for the years 1942-44, the regis-
trant filed uncertified pro forma income
s:.atemant.s under the following general
title:

Virginia Electric and Power Company Pro
Formia Income Statement for 12 months
ended December 31, 1944, Glving estimated
effect us at January 1, 1944 to Merger, Sale
of Transportation Properties and Proposed
Refinancing.

The actual 1844 income statements of
VEPCO, and of Virginia Public Service
prior to its merger with VEPCO on May
26, 1944, were shown in two separate
columns. In five additional columns
there were shown (1) adjustments to give
eflect to the merger, (2) adjustments re-
flecting the sale of transportation proper-
ties, (3) adjusted statements prior to the
proposed refinancing, (4) the refinancing
adjustments, and (5) adjusted state-
ments after the refinancing. We are
here concerned primarily with the treat-
ment accorded the tax items although
some reference to other adjustments
may be necessary. )

In general, the presentation followed
quite closely that used in the certified
statements. As originally filed the total
of income tax items shown in the two
“actual™ columns was the same as that
snown In the certified statements,

$9,053,285. This figure and the ad-~

Jjusted figure were both described as
“Taxes—Federal income and excess
profits (excluding reductions (1) as
shown separately below and (2) of
$4,148,050 related to and applied against
items charged directly to suwrplus.") As
pointed out earlier, these uncertified
statements disclosed that which the orig-
inal certified statements did not—the
aggregate tax reduction resulting from
the two items charged to surplus. In the
statements filed adjustments of the
“fictual” tax figure were as follows: *

Tax provision ass shown In the
certified statements
Add:
Increase due to 1944 merger and
refinancing
Increase due to redemption of
serles B, € and D bonds and
Issusnce of serles E bonds.. .

$9, 053, 285
362,473

204, 5562

10, 610,310
Less: Reduction resulting from
fale of transportation proper-

2,793, 685

Adjusted or “pro forma"
7, 8186, 745

A note keyed to the adjusted tax figure

The amount shown above for Federal in-
come taxes inciudes provislon for estimated
excess profits taxes of §5,0661,.208 before reduc~
tions (1) as shown separately in the incomo
statement and (2) of $4,143,050 related to and
applied against {tems charged directly to sur-

¥ The first amendment raised the amount
of bonds being reglstered from 233,000,000 to
258,000,000, - This change required alteration
of the amounts of some of the adjustments,
However, the form of presentation was Dot
changed from the original fling,

plus, and after deducting estimated post war
credit of $328,600.

Finally, the $609,949 adiustment relat-
ing to the emergency facilities was added
back at the foof of the income state-
ment just as was done in the certified
statements.

The form of this pro forma statement
of income was not criticized in the letter
of deficlencles dated April 14 and no
change was made by the second amend-
ment. However, when the case was
brought to us for directlons, as noted
above, we Indicated that the same treat-
ment should be accorded the pro forma
statements as in the case of the certified
statements, ’

In the thirl amendment, therefore, the
pro forma statement was revised by elim-
inating the adjustment related to the
emergency facilities, by reducing the
inftial and adjusted tax figures to the
estimated amount of actual liability
therefor, and by segregating the “special
charges’ 50 as to show them, in conform-
ity with the certified statements after the
third amendment, as s deduction from
“Gross income (before special charges
below).” The balance was entitled
“Gross income (after special charges).”
Note C was also revised to read:

The amount shown above for Federal in-
come taxes includes provision for estimarted
excess profits toxes (after deducting esti-
mated post-war credit of $100.3568) of $903,-
206 which is after reductions (1) of $809.940
mmmng from amortization of emergency
fucilities and (2) of $4,148,050 related to and
applied ngalnst items charged directly to
surplus,

In the fourth améndment the form of
the pro forma statement was again
changed. A figure was now shown la-
belled “gross income” after which were
shown three items; namely, the “special
charges” of $£4,148050; interest and
amortization, $2409,075, and amortiza-
tion of plant acquisition adjustments,
$608,168. These were deducted as a
group from the gross income figure to
give a balance labelled “Net Income.”
Note C was amended to add the follow-
ing, "“but does not give effect Lo tax sav-
ings of $2,379,096 which are expected to
result from the proposed refinancing.” ™

In our opinion, it would be most diffi-
cult to preseribe a rigid rule for the han-
dling in “pro forma" statements of items-
such as are here In issue, The difficulty
is due very largely to the variety of sit-
nations dealt with under the name of
“pro forma' statements. For example,
that term has been used to describe esti-
mates of futwre earnings when cast in
the form of an income statement, It is
also used, as here, tp describe a state-
ment in which the actual operations of
some past perlod are altered or adjusted
either to “give effect” retronctively to
certain specific transactions which have
since taken place, or to “give effect” to |,

* This change 1s not gcrmu'w 10 the pres-
ent discussion which relates to the cosis of a
previous refunding.
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certain proposed transactions.® Wherea
pro forma statement reflects a straight-
forward estimate of future earnings, it
would seem that the problem under dis-
cussion does not exist, since clearly any
amount shown therein as taxes would be
based on estimates of future tax rates
and future taxable income. In such cir-
cumstances there would rarely, if ever,
be any occasion for “charges in lieu of
taxes" or “tax savings,” Here the situa-
tion s different. The VEFCO “pro
forma" statements are based on the ac-
tual statements for the year 1944. A lim-
ited number of adjustments to the actual
figures are made to fllustrate how certain
specified events might reasonably be ex-
pected to have altered 1944 reports had
such events occurred at the beginning of
1944, In this case these events are (1)
the merger with Virginia Public Service
on May 26, 1844 and the 1944 refinanc-
ing; (2) the sale of certain transporta-
tion properties during the year and (3)
the proposed refinancing. On the other
hand no retroactive adjustment was
made as {0 a rate reduction which took
effect on April 1, 1945. Such adjusted
statements are, of course, useful to the
extent they shed light on the future by
illustrating the probable scope of the
changes now being carried out, They
are, accordingly, a hybrid form, being
neither statements of actual operations
nor thoroughgoing estimates of future
earnings. In the present case, the
changes made are relatively few so that,
on balance, the adjusted statements are
much closer in nature to an actual state-
ment than an estimate of earnings. For
that reason, we feel that our views as to
the certified statements are applicable
to the adjusted statement under discus-
sion. We point out again, however, that
here as in the certified statements it is
proper to add an appropriate qualifying
phrase to such captions as “gross in-
come."”

(e) The findings and opinion of the
Commission in the related case under the
Pubdlic Utility Holding Company Act of
1935. In their appearance before us the
certifying accountants criticized certain
data as to VEPCO that was included in
our opinion in this case under the Hold-
ing Company Act.® Under the caption
“Barnings” we set forth the following:

Attached hereto as Exhibit B s an income
statement of VEPCO for the twelve months
ended December 31, 1944 adjusted to reflect
the merger of Virginia Public Service Com-
pany and the recent sale of transportation
properties and pro forma to refiect the pro-
pooed nnmmclng.

Gross Income, Interest and amortization,
and pertinent ratics are as follows:

* Rule 170 of the General Rules and Regu-
Iations under the Securities Act of 1938 pro-
hibits the use of pro forma statements which
purport to give effect to the receipt and ap«
plication of any part of the proceeds from
the sale of securities for cash unless the sale

of securities Is underwritten and the under- _

writers are to be irrevocably bound, on or
before the date of the public offering, to take
the issue, C/. Rule X-15C1-9 under the Se-
curities Exchange Act of 1934,

¥In the Matter of Virginia Electrle and
Power Company, H. C, A. Release No, 5741,
April 20, 1945,

Tante IV

Adjusted | refinan

Gross Income belore
Federal taxes on

10, 234,088 .........
2,704, 194

Ratlo of income
beforeFedern! taxes
on incomne to inters
est and amortiza-

to Interest and
amortization*. .....

! Refloots reduction in 1944 taxes of $2,001,177 resulting
from redemption of boids and $2,056.873 resulting from
lcas on sale of proporty.

3 Does not rr!{rcl additional reduotion in taxes of
$2,379,000 to arise from paymeat of call premivm {u con-
nection with the lnstant refunding.

The accountants pointed out that the
ratios of gross income to interest and
amortization were not at all representa-
tive of what might be expected for the
future, since the provision for taxes was
$4,148,050 less and gross income $4,148,-
050 more than they would have been had
the refunding and sale of transportation
properties not taken place. They fur-
ther pointed out that under their pro-
posal either to Increase the amount
shown for taxes by $4,148,050 or to de-
duct a special charge of that amount
before arriving at gross income the re-
sulting ratios would be 3.40 and 3.75
before and after adjustment for the pro-
posed refinancing. These ratios they be-
lieved were far more reliable indications
of what might be expected for the future,

The materials included in our opinion
show on their face the basis on which
the ratios in question were computed.
They are, in our opinion, a correct re-
flection of what occurred in the period.
On-the other hand, we agree with the
certifying accountants that the current
period was unusual to the extent at least
of the three transactions under discus-
sion.® For that reason neither the cur-
rent period nor ratios based on current
results are fairly indicative of future
possibilities. However, as will be pointed
out in more detail later, we do not think
the method of handling such a situation
should be to alter or obscure the actual
results of operation., Instead, we feel
such a situation calls for a clear explana-
tion of the circumstances. In this case,
we feel that our opinion should have
more graphically explained the situation
by giving an additional set of clearly
described ratios derived from the ad-

# It should be noted, however, that three
of the four years from 1042 through 1945
are “"unusual” by this test. In 1942 there
were * charges™ of $1,671,158 in con-
nection with a refunding in that year, In
1944, there were the 8$4,143050 “Special
charges" In issue here. In 1045, it {5 esti-
mated there will be 82,579,090 “Special
charges” due to the proposed refunding,
Only in 1943 were there no “Special charges.”
For the four years nverage gross income was
810,808818 and average “Specinl charges"
were 82,024,576,
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Justed gross income figure referred to by
the certifying accountants.

(f) The treatment of “tax savings" in_
financial statements filed with this com-
mission. Cases {nvolving the treatment
of so-called “tax savings" ™ in financial
statements have arisen with increasing
frequency in recent months. For that
reason, ns stated earller, we feel it desir-
able to state our views as to the treat-
ment to be accorded such items in state-
ments filed with us and to point out the
reasons which have led us to those con-
clusions.

It is first necessary to state briefly
certain of our general views as to the
functions of financial accounting and
the purpose of the income statement.
In our opinion financial accounting is
essentially historical in nature—it con-
sists of an accounting for costs that have
actually been incurred by the business
and for the revenues that have been
actually derived from the business,
From a balance sheet point of view, the
question is what part of past éxpendi-
tures may still be treated as valuable
assets, of benefit to future operations,
and what part of such expenditures
must be considered as having been used
up or expired. In order to prepare an
income statement, it is necessary to de-
cide what part of the costs that have
been incurred should be treated as ex-
penses, and what part of the revenues
obtained may be treated as income.
Technically this process is sometimes
spoken of as matching costs against
revenues, the difference being, of course,
profit or loss. The principal statement
reflecting this matching up process for
& particular period is the income state«
ment.

In order to arrive at a more precise
matching of revenues and costs, ac-
countancy has developed many proce-

* We think 1t undesirable in principle and
poesibly misleading to refer to this problem
as Involving “tax savings™ although due to
the general use of the term In this sense we
have adopted that nomenclature here, It
seems to us that the term “tax saving” is
apt to connote some sort of standard or nor-
mal tax law and a standard or normal earn-
ings year to which that law applies. The
facts are, of course, that there has not been
a static or standard or “normal” tax law
or tax status; nor has it been possible except
In most unusual cases to characterize any
partioular fiscal year of a company &s a
“normal earnings” year, from which all oth-
ers are to be regarded ns a departure. Under
such conditions, each year's tax is whatever
happens to result from the application of the
computation formula, provided by the tax
law of that year, to the sum total of taxable
transactions and tex deductions resulting
from whatever business may have been done
in that particular year. Moreover, the past
few years during which the term and the
problem of “tax savings” appeared have
clearly been unusual in nearly every respect.
Finally, if the phenomenon In question is
to be described as a “tax saving” it would
seem necessary to deseribo as a “tax loss"
the fallure to carry through a transaction
which It can be sald would have resulted In
a “tax saving.” And if taxes in one year are
higher should not that increase itself be
considered to be a “tax loss.” Our strobng
preforence Is to describe the problem ns in-
volving “tax reductions,”
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dures for handling particular transac-
tions where the cost i5 Incurred at one
time and the benefit is received at an-
other time, either earlier or later.

Much the same treatment is accorded
cases in which a company recelves rev-
enue either before or after it delivers
the goods or services contemplated. Or-
dinarily, such receipts will be treated as
realized income, not necessarily in the
year in which the cash is received, but
rather in the year in which goods are
delivered or in which the service is ren-
dered or the costs of rendering that
service are incurred.

It is also necessary as a part of this
process of matching costs and revenues,
for the purpose of determining income,
to consider at appropriate intervals
whether any amounts presently reflected
as assets in the accounts should in the
light of present conditions be written off
or reserved against. Finally, considera-
tion must be given to whether there
exist contingencies for which provision

should be presently made either by rec-—

ognizing an actual, though perhaps es-
timated, liability, or by providing an
appropriate reserve.

We have elaborated these underlying
accounting assumptions in order to
demonstrate further that financial ac-
counting is In our opinion concerned
with what did happen, not with what
might have happened had conditions
been different. And it does not attempt
to forecast the future even though it
‘supplies much of the material used in
making such a forecast.”

There is, on the other hand, another
fleld of financial statistics in which
statements are used which In form and
language are closely similar to the finan-
clal statements used in presenting actual
balance sheets and income statements.
This Is the field of financial analysis and
forecasting. In essence, the analyst be-
gins with reports of actual operations
and corditions and adjusts them to give
éffect to expected future changes and
events in order to arrive at his estimate
of future earnings. In one form of
analysis and forecasting the analyst is
content to comment upon the actual past
resulls, to point out what parts of the
past results are due fo factors which are
not expected to continue and how the
existence of new factors and conditions
is expected to alter past results. At
times, however, the analyst goes further
and attempts to prepare an “adjusted”
statement which purports to show how
past operations would have worked out
had certain specified subsequent events
taken place earlier. Finally, the analyst
may seek to forecast as accurately as
may be what he expects will be the re-
sults of future operations. Frequently,
in such cases, his forecast takes a form

# Although we here emphasize the es-
sentially historical character of financlal ac-
ecounting, it is by no means to be inferred
that we feel the work done by the financial
asccountant is therefore mechanical or rou-
tine in nature. On the contrary, proper dis-
charge of his duties and responsibilities
presupposes that the financial accountant
possesses and exercises an extremely high
degree of professional skill, experience and
Jjudgment.
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very like that used in portraying the re-
sults of past operations,

The validity of such analyses and fore-
casts, whether in the form of comments,
of adjusted statements, or of estimated
future income statements, Is clearly no
greater than the soundness of the proph-
ecies and estimates upon which they are
based. The results shown, however, are
meaningful to & reader only to the ex-
tent he is aware of and agrees with or
understands the nature of assumptions
and estimates made. In contrast to such
forecasts, a statement of past opera-
tions, even though it is based in impor-
tant part on opinion and judgment is
primarily an historical record of actual
events, not of prophesied future events.

The two types of financial statements
are obviously in wholly different cate-
gories and have different uses in examin-
ing the investment merits of a security.
Particularly because of the similarity in
form, great care must be taken to ensure
that the reader will be aware of the na-
ture of the particular statement. Noth-
ing, In our opinion, would be more mis-
leading than fo present, in the guise of
an .actual earnings statement, data
which, in fact, was an estimate either
of expected future earnings or of the
effects of subsequent conditions and
transactions on prior operations, The
dangers inherent in the situation led us
some years ago to adopt rules under the
1933 and 1934 Acts forbidding the use of
“pro forma" statements unless a clear
indication is given of the assumptions on
which they are based.® Also under the
1933 Act we have by rule prohibited alto-
gether the use of “pro forma” statements
in certain cases, Apparently with a
similar appreciation of the danger of
confusing actual and pro forma income
statements the American Institute of Ac-
countants has for many years included
in its Rules of Professional Conduct the
following:

12. A member or an assoclate shall not per-
mit his name to be Used In conjunction
with an estimate of earnings contingent
upon future transactions in a manner which
may lead to the bellef that the member or
nssocinte vouches for the accuracy of the
forecast,

Notwithstanding the uncertainty in-
herent in estimates of future earnings, it
s apparent that the formation of a con-
sidered Investment judgment ordinarily
involves a conclusion as to the future
prospects of the company. It IS neces-
sary in the administration of the Pub-
lic utility Holding Company Act in ar-
riving &/t a decision as to the propriety of
a particular security in relation to the
capitalization and eéarnings, or as to the
fairness of the price at which securities or
assets are proposed to be sold. Under
the Chandler Act it is a necessary step in
arriving at a conclusion as to whether a
proposed reorganization is falr and equi-
table and feasible,

In reaching a judgment as to the
future prospects of a company it is cus-
tomary to begin with a statement of ac-
tual operations for an appropriate past
period. Because of this use of actual
statements of operations, an effort is or-

= Supra, footnote 20,
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dinarily made to present the results of
prior years' operations in & form that
is as readily usable as possible for that
purpose. In general, what is done is to
segregate and ear-mark what are con-
sidered to be unusual and non-recurring
{tems of income, expense and loss so that
the reader will be warned of them and
50 may arrive at a conclusion as to
whether such items can be expected to
recur, In addition, special treatment is
accorded items of income or Ioss or ex-
pense that have been reported in the
financial statements of one year, say
1943, but which by reason of later events
or knowledge, are now known to have
been actually part of the costs or rev-
enues applicable to another year, say
1942. In such cases, it is customary In
filing comparative statements for the two
years to Include such items in the year
to which they are now known to be re-
lated. Such adjustments are in our opin-
fon entirely proper and ordinarily desir-
able provided, of course, that appropri-
ate disclosure fs made so that the com-
parative statements can be reconciled
with the 1942 and 1943 statements as
originally issued. Finally, disclosure

should be made as to significant, known
factors that might render past earnings
statements, or particular items thereln,
not indicative of probable future oper-
ations.™ With such information at hand
the reader of the statement is informed

* In our opinion In the Matter of The Colo-
rado Milling & Elevator Company (8, A. Re-
loase No. 2064, December 20, 1843) we had
occasion to emphasize the need for disclosure
of major changes in financial and operating
factors that rendered statements of past
earnings not fairly indicative of what might
be expected for the future, In that case the

_ registrant had disposed of a large investment

portfolio the income from which had of
course been Included in past earnings state-
ments, had used the proceeds of this sale and
of n $2,000,000 bank loan to pay an extraor-
dinary cash dividend of 87,000,000 and now
pro| to issue some $3,000,000 of new 4%
debentures. It had entered into new agree-
ments for lines of bank credit at a much
higher interest rate. Finally it had mate«
rially increased the rate of management com-
pensation and had determined to extend its
insurance coverage nt a material increase in
the amount of insurance premiums payable,
In view of these significant changes in finan-
cinl and operating factors and their material
effect on the future earnings of the com-
pany we sald:

The not effect of the foregoing will be
to diminish the net income avallable for
dividends., Profit and loss statements
are required in the registration statement
as an indication to prespective lnvestors
of the registrant’s enrning power, The
nine-years’ profit and Joss statement con-
tained in this registration statement re-
flocted the results of operations during a
period when the registrant had main-
tained continucusly a financial status
substantinlly equivalent to that existing
immediately prior to this financing. BY
resson of the changes effected since May
22, thaf financial statua bears little re-
semblance to that which obtalns pres-
ently., Where such changes will bave a
material effect on prospective earnings,
the omission to disclose those changes
and their effect with relation to the
profit and loss statements is as mislead-
ing as if the registrant's past earnings
had been misrepresented.
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of what the past operations were, and
of the conditions or transaction, which in
the draftsman’s judgment, are apt to be
unusual and not apt to recur, In our
opinion, this is the boundary line of
financial accounting. It is the place at
which the financial accountant In his ca-
pacity as such should stop. He is, we
feel, essentially a historian, not a prophet,

This desire to prepare statements in a
form more readily usuable in estimating
the future has led some to attempt to
present what can be called a “normal”
income statement, the inference being
that the statement shows about what
can be expected to happen year after
year, The broad justification salleged
for the practice is that if the actual re-
sults of the year's operations are unusual
R reader may be misled into thinking
the abnormalities will recur and that the
best, if not the only way, to avoid such
misconceptions is to “normalize” the
statement—that Is, to exclude therefrom
the effects of some or all of the condi-
tions which in the opinion of the drafts-
man are deemed to be unusual,

The dangers inherent in such a prac-
tice are numerous. In the first place,
the draftsman’s judgment as to what is
abnormal can scarcely be considered
infallible. In the second place, there is
certainly as much danger that the reader
will fail to understand what has been
done by the draftsman as that he will
fail to recognizz that the unadjusted
statements are abnormal. Finally, the
method is extremely susceptible of mis-
use through consclous or ‘unconscious
bias in making decisions as to what Is'
unusual or abnormal about the current
year. To a degree, of course, the care
with which disclosure is made of the ex-
tent of normalization may serve to mini-
mize the possibility of misleading the
reader. But in general we are satisfled
that a statement purporting to reflect
the actual results of operations is far
less likely to be misleading if abnormali-
Ues are explained than {f they are elim-
inated by adjustment In the statement
even with an explanation of the elimina-
tion set forth in a note.™ If, of course,
a clear and full explanation of the ad-
Justments made is not given, the prac-
tice Is highly deceptive and may be
fraudulent. It may be noted in passing
that accountants have long condemned
such undisclosed “adjustments” terming
them at times a device akin to “equal-
izing earnings.”

We conclude, then, that the proper
function of an income statement pre-
senting the results of operations is to
present an accurate historical record.
On this basis, it is evident that the items
included therein should clearly and ac-
curately reflect only actual operations.
It is accordingly our view that the
amounts shown should be in accordance
with the historical facts and should not

# Where the tax provision is presented as
in the original VEPCO statements or a charge
in leu of taxes shown, we doubt whether
any but the most experienced reader of finan-
clal statements would be apt or perhaps able
to make the caloulations necessary to arrive
At the amount of net earnings or of net
earnings per share based on the sctual tax
payable,

be altered to reflect amounts that the
draftsman considers to be more “normal”
or likely to recur in future years.™

We return now to the particular prob-
lems presented by the facts in the VEPCO
case, In their appearance before us the
certifying accountants objected to our
position and defended their proposal on
three principal grounds:

(1) That as an accounting matter it is
necessary to “sliocate™ the motunl taxes as
between charges to surplus and income from
operations, even if that practice results in
ihe inclusion in the Income statement of a
charge (described as taxes or as charges in
lleu of taxes) In excess of the nctual taxes
payable, with an offsetting “credit” or “nega-
tive tax" being carried to surplus In amount
sufliclent to reduce the charge on necount of
taxes to the amount actually payable,

(2) That the adjustment of the tax figure,
or the inclusion of a charge in lleu of taxes
In or on a parity with operating expentes,
resulfls in the income statement being more
useful to investors since it is more nearly
indicative of “normal” conditions and proba-
ble results in the future,

(3) That in the setting of rates for regu-
Inted public utilities it is proper to base
future rates on expected future taxes, hence
the adjustment method tends to conterm the
Income statement to the basis on which the
rates of the company will be aet,

For convenience, we shall first discuss
the Jatter two points leaving the alloca-
tion argument until last. The second
contention we believe to be unsound for
the reasons stated in our general discus-
sion of the functions of financial ac-
counting and of Income statements re-
flecting ‘the results of past operations.
We think such statements should be his-
torical records of the results of whatever
financial events actually took place. It
is not the role of the financial accountant
to adjust them so as to eliminate the ef-
fect of unusual circumstances which
actually occurred. Accordingly, we can
not agree with this contention. To in-
clude under operating expenses as taxes
an amount which s not taxes because the
substituted amount is considered by the
draftsman to be “normal” is precisely the
type of adjustment which we believe un-
sound in a statement of actual opera-
tions. And if the amount of the adjust-
ment is undisclosed the statements are
deceptive to a point that may border on
fraud. If the fact of adjustment be dis-
closed but not the amount, the state-
ments are still misleading in our opinion
and, at the very best, are useless as re-
ports of actual operations,

There is a related difficulty. If the
“eredit” to surplus or “negative tax” fig-
ure offsetting the enlarged charge to in-
come is netted witholit disclosure against

# We do not at this time propose to discuss
the practice of treafing certain types of losses
and income as corrections of surplus rather
than ns elements of profit and loss to be re-
flected in the year's income statement. That
question 5 involved in certain proposed
amendments to Rule 5-02 of Regulation 8-X
which have been distributed for comment
to interested persons. The comments re-
celved have not yet been fully analyzed, and
it 15 lkely that further steps will be taken
to develop the nature of the problem and
any conflict of opinion as to its proper so-
lution. We feel it inappropriate in this state-
ment to seck to anticipate the outcome of
that investigation,
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the loss or .expense charged to surplus,
the reader will be unable to determine
the actual amount of the loss or expense
in question. In our opinion such an
event as the sale of corporate property
at & substantial loss Is an important fact,
It 15 no less important because, fortui-
tously or intentionally, one of these
events occurs in a year of high tax rates
and high income, so as to effect a sub-
stantial reduction in the income taxes
payable. There are in these cases fwo
facts to be disclosed—the loss on the
property, and its tax consequences,
Such a transaction ought to be reported
in such a manner as not to conceal either
the fact that a loss was suffered or the
amount of the loss, To report this kind
of loss net of Its tax consequences is no
more supportable in our judgment than
to report on a similar net basis an ex-
pense such as ndvertising, depreciation,
interest or any other item in the Income
account.®

The third argument advanced in sup-
port of the enlarged charge to taxes, or of
the charge in lieu of taxes, is that the
income tax figure which is a significant
factor in respect of the rates of @ regu-
lated public utility is not the actual
amount of taxes pald but the amount
that would have been payable but for the
loss or expense carried to surplus. This
argument is, of course, limited in its ap-
plication to public utilities whose rates
are subject to governmental regulation.
Such companies are ordinarily required
to follow a uniform system of accouffts
and, in most jurisdictions, the prescribed
form of income statement shows income
taxes as an element of operating ex-
penses, or as is sometimes sald *“above
the line.” Generally speaking, items in-
cluded “above the line” are recognized
as expenses allowable in computing the
gross income for rate purposes whereas
deductions made “below the line,” such
as interest, and items carried to surpius
are not chargeable in this way.™

#It will be noted that an income state-
ment which Is charged only with the esti-
mated amount of taxes actually payable
thereby reflects the tax. reduction due to
special items. Moreover, the benefit of the
tax reduction will be reflected in earned sur-
plus, the amount of which will ultimately bo
the same whichever of the several suggested
treatments of these tax reductions is fol-
lowed.

* The deductibllity of Income taxes in com-
puting return for rate purposes was an issue
in Galveston Electric Company v. Galyeston,
258 U. 8. 388, 42 Sup, Ct, 361 (1922), There
the Supreme Court speaking through Mr.
Justice Brandels sald “All taxes which would
be payable if a falr return were carned are
approprinte deductions, There is no differ-
ence In this respect between State and Fed-
eral taxes or between Income taxes and
others.” This position was reaffirmed In
Georgla Rallway & Power Co. v. Georgla
Rallroad Commission, 262 U, 8, 625, 42 Sup.
Ct. G680 (1923), These dectsions dealt only
with' the normal income tax then in effect.
Therefore, because of certsin observations by
Justice Brandeis there are those who argue
that these decisions meay not be controlling
ns to the present Federal tax, particularly
the present excess profits tax. Thus, {n the
Galveston case the court took care to point
out that under the tax law then in effect
the stockholder did not have to include
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The short answer to this contention is
that in most, if not all cases, the required
systems of accounts do not permit a

dividends received from the corporation in
his Income subject to the normal Federal
income tax and that this tax exemption was
therefore, In effect, part of the return on his
investment, Under the current tax law such
dividends are taxable to the recipient, The
court also sald: “But the fact that it 1s the
fedornl carporate income tax for which de-
duction {5 made,.must be taken into con-
sideration In determining 'what rate of re-
turn shall be deemed falr."

The Supreme Court has not yet had before
it & case involving the deductibllity for rate
purposes of an ¢xcesa profits tax actuaily paid
by the company. Some question as to its
deductibility is, however, ralsed by the lan-
guage used by Mr. Justice Douglas In his
dissenting opinion In Vinson v, Washington
Gns Light Co., 321 U, 8. 414, 64 Sup. Ct. 731
(1944). Ho there sald, in discussing & pro-
vision of the Stabilization Act of 1942 which
prohibits any “utility” from making “any
general increase in its rates or charges which
were In effect on September 15, 1942 without
giving the Director of Economic Stabilization
the right to Intervene in the proceedings:

I belleve, moreover, that when Congress
halted general rate Incréases and gave the
Director a right to Intervene, it did not
sanction rate increases regardiess of need
and regardless of infiationary effect. I
think it meant to make utility commis-
slons gt least partial participants in the
war agninst inflation and gave them a
soctor of the front to control, Though It
did not remaove the established standards
for rate-making, I do not think it in-
tended utility commissions to proceed in
disregard of the requirements of emer-
gency price control and unmindful of the
dangers of general rate Increases. To the
contrary, I think Congreas intended that
there should be as great an accommoda-
tion ss possible between the old stand-
ards and the new wartime necessitles.
The fatlure of the Commission to make
that nccommodation is best lustrated
perhups by its treatment of tuxes: The
Commission allowed the company to de-
duct as operating expenses all income
taxes Qip to and including 381%. That
this amount includes wartime taxes ia
evident from the fact that the highest
corporate tax rate which prevalled from
1036 to 1039 was 19%. We all know that
the extranordinary expenditures incurred
for the defense of the nation started with
the Revenue Act of 1840, It has been ac-
cepted practice to deduct Income taxes
as well as other taxes from operating ex-
penses in determining rates for public
utilities, Galveston Eleectric Co. v, Gal-
veston, 2568 U. 8. 388, 209, But this is war,
not business-as-usual, When Income
taxes are puassed on to consumers, the
Inflationary effect i1s ocbvious. And it is
self-evident that the ability to pass pres-
ent wartime Income taxes on to others
is a remarkable privilege indeed.

In Detroit v. Michigan Public Service Com-
missfon, —— Mich, ——, 14 N, W. (2d) 784
(1944), the Michigan Supreme Court held,
with three Justices dissenting, that the Gal-
veston case did not control the treatment in
rate cases of the present Federal excess profits
taxes. Writing for the majority, Justice
Bushnell said, “As I read Galveston Electric
Co. v. Galveston, 258 U. 8. 388, 399, 68 L. ed.
678, PUR 1922 D 159, 42 8. Ct. 351, which is
intimated by my brother as controlling, its
authority is limited to normal taxes and not
to abnormal and avoldable taxes on ‘excess
profits’ even though it must be conceded that
the term by which such tax is designated s

charge to operating expense accounts ex-
cept for expenses actually incurred.” We
noté that the Committee on Statistics

& misnomer. Excess profits are a question of
fact for determination by the Commission."

A similar result was reached by the West
Virginia Supreme Court in denying the de-
ductibility of the excess profits taxes levied
during the first World War. Charleston v.
Public Service Commission, 95 W, Va. 91, 120
8. E. 398 (1923).

In its decision in City of Detroit v. Pan-
handle Eastern Pipe Line Co, 8 F. P, C, 273
(1642), the Federal Power Commission, at
P. 281, expressed its objestion to the allow-
ance of excess profits taxes in computing
returns as follows:

Thus it apears that the dootrine of un-
just enrichment ss well as equity and
good consclence compel the conclusion
that a utility should not be permitted
to thwart the purpose and spirit of the
war price control legislation and the reve
enue laws by passing such abnormal tax
requirements along to its consumers as
an operating expense to be collected In
increased rates. Indeed, we feel Increased
rates on such a basis would be unjustifi-
abie. To alliow them would In effect im-
pose upon the consumera n sales tax,

So that there may be no copfusion con-
cerning the tax situation in connection
with the companies subject to our juris-
diction, where necessary to stabilize util-
ity rates at reasophble levels during the
war emergency period, we propose to al-
low ass proper coporating expenses only
such taxes as may be termed ordinary ar
normal. For the purpose of distinguish-
ing between ordinary or normal and war
emergency or abnormal taxes, we con-
clude that the basis prescribed in the
1040 Rovenue Act establishes the highest
posstble level of Federal taxes which may
be allowed as an element of operating ex-
pense for such purpese, The 1941 Rey-
enue Act and the pending 1942 proposal
certainly reflect abnormal tax require-
ments for war purposes.

The Federal Communications Commission
in Re Investigation of Rates and Charges, 50
PUR (NS) 468, 480 (1943) also disallowed »
deduction for excess profits taxes. The trend
of & number of state utility commission deci-
sions seems to be to limit or deny the deduc-
tibility of excess profits taxes. See In Re Los
Angeles Gas & Electric Corporation, P. U. R,
1922 A, 283 (California); Re Western States
Gas and Electric Co, P. U, R. 1019 B, 485, 403
(Californin); Re Vallejo Electric Light &
Power Co.; 556 P. U. R.' (N, 8.) 435, 443, 4564
(1944) (California); Re United Fuel Gas Co.,
P. U. R. 1020 C, 583, 606 (W. Va.); P.U.C. v.
Springfield Gis & Elec Co, 53 P. U. R. (N. 8))
95, 106 (1944) (Missourl); Re Washington Gas
Light Company, 83 P. U. R, (N. 8.) 821, 327,
336 (1943) (District of Columbia); Re North-
ern States Power Co,, 55 P, U. R. (N. B,) 257,

, 273 (1944) (North Dakota). cf. Re British
Columbia Electric Rallway Company, Ltd., et
sl., 58 P, U. R, (N. 8.) 438, 464 (1943) (British
Columbia). An excess profits tax which had
been neither reported to the government nor
pald was not allowed as a deduction in P. 8. C,
v. Utah P. & L. Co, 50 P. U. R, (N. 8.) 133,
167 (1043) (Utah) But see Pfeifle v. Penn-
sylvania Power Light Co,, 67 P. U, R. (N, B))
1, 32 (1945) (Pennsyivanias); San Antonio
Pub, Service Co. v. S8an Antonlo, P. U, R.
1924 A, 250, 263 (Texas); Detroit v. Detroli
Edison Company, 50 P.U.R. (N, 5,) 1,3 (1943)
(Michigan),

In the instant VEPCO case it will be noted
that the reglstrant’s computations as to the
tax effect of the special items resulted in an
adjustment of excess profits taxes only; no
adjustment of normal taxes is indicated.
See Exhibits A-D,

% Under our Rule U-28, moreover, a regis-
tered holding company or subsidiary com-
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and Accounts of the National Associa-
tion of Railroad and Utilities Commis-
sioners has, in Case E-80, so interpreted
the N. A. R. U. C, classification.”

We think, moreover, that this conten-
tion of the accountants in this case is
unsound on its face. The costs and ex-
penses, including interest, that arise from
the borrowing of capital are almost uni-
versally excluded from the computation
of gross income for rate making purposes.
To include in operating expenses by in-
direction an item which is specifically ex-
cluded therefrom is obviously improper,
Yet this is what is here proposed. The
credits, In this case, that offset the charge
in lieu of taxes have been deducted from
the refunding expenses and the loss on
sale of transportation properties, respec-
tively, so that the charge to surplus is a
net charge. To include in operating ex-
penses part of the refunding expenses
either directly or in the guise of a special |
charge in lleu of taxes is a violation of
the premise that the costs of borrowing
money are not a deduction in computing
return for rate purposes. It would be as
loglcal to say that the interest pald in a
given perfod reduces the Income tax pay-
able and that therefore a charge in lieu
of taxes should be inciuded above the line
with an offsetting reduction in interest
expense below the line.

Fingally, this contention seems to us to
misconceive the relation of past results
to the process of rate making. Where
rates are being set for a future period,
it s obvious that the actual results of
past operations are only indications of
what may be expected to be forth-coming
in the future., The problem is, broadly,
to determine what future earnings may
be expected to result from particular rate
structures  Consequently, it is custo-
mary to “adjust” many of the past op-
erating expenses to bring them Into line
with present or anticipated conditions.
Among such conditions are, of course, fu-

pany thereof Is forbldden to “distribute to
its security holders, or publish, financial
statements which are Inconsistent with the
books of sccount of such company or financial
statements filed with this Commission by, or
on behalf of, such company,”

= Case E-80 reads as follows:

Question: Several utllities which have re-
funded bond issues, have had substantial
tax savings in the year the refunding oc-
cwrred, because the unamortized debt dis-
count, expense and call premium associnted
with the refunded securities is permitted as
an income tax deduction during the year
redecmed. Instead of showing the actual
taxes pald or accrued In the tax mccount,
the utilities in question have also included
therein the amount of the tax saving due
to the refunding operation with an off-
setting credit usually to Account 140,
Unamortized Debt Discount and Expense,
Is this parmlssible?

Answer: No,

The tax dccount (507) should include
only provision for actual taxes and the
account should not be increased by the
amount which would have been paid had
the refunding transaction not occurred. In
other words, there was an actual saving in
taxes and this saving should be reflected in
the income statement because it is a fact.
It iz believed, too, that the text of Account
507 does not permit the accounting prac-
tice resorted to by the utilities in the
illustration cited.
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ture taxes and tax rates. Accordingly, in
the approximations made of future ex-
penses there would be included not the
actual taxes of the past year, or even
what the taxes would have been had
there been no unusual transactions such

as a bond refunding, but instead an-

amount equivalent to what the income
tax will be in the future in view of the
assumptions made as to future Income
and future tax rates® The amount of
past taxes would be used only if, after
examination, it was concluded that tax
rates and future income were not ex-
pected to change.™

The rate making process is thus not
unlike the formulation by the investor
of ‘his judgment as to the future pros-
pects of the company. In both cases,
reports of actual past operations are used
as 8 ing point, In both cases, these
actual statements are analyzed to deter-
mine the extent to which they may be
relied on as indicative of the future and,
where necessary, appropriate adjust-
ments are then made. Except that the
possibility of misleading the reader is
very largely absent when the user is a
rate making‘body, the comments we have
made earlier as to pro forma statements
are applicable here—and with this addi-
tion that the judgment of the draftsman
as to what is the normal or proper
amount of taxes is less important, since
for rate purposes the judgment of the
rate making body on this peint will gen-
erally be conclusive.

= In State v, Public Service Commission,
836 Mo. 860, 81 S. W. (2d) 628 (1935) the court
held that only taxes actually payable need be
considered: “The ninth and last point urged
in appellant's brief is that ‘the Commission’s
action {n refusing to allow the inclusicn of
Federal Income taxes as operating expenses
was error. The undisputed evidence is that
the company did not pay Income taxes, We
are not aware of any suthority holding that
in such case an allowance of this kind should
be made, and counse! for appellant cite none."
See also Re East Ohio Gas Company, 17P.U.R.
(N. 5.) 433, 446 (1937). In Public Service
Commission of Utah v. Utah Power & Light
Company, 50 P, U, R. (N. 8.) 133, 167 (1943)
the company had sought to justify the rea-
sonableness of certain rates by including 81,-
480,000 of “computed” excess profits taxes in
operating expenses, In fact the company
nelther reported on its tax returns nor pald
any excess profits tax. This “computed tax"”
item thus resembles very closely the so-called
“tax savings" in question here., The Utah
Commission disallowed the claimed deduction
saying: "“The Injustice to Utah rate payers
iz obvious when excessive rates and earnings
are made to appear to be reasonable by means
of computed excess profits taxes which have
not been paid or reported to the government,
We reject the company’s claim that its com-
puted (but not reported or pald) excess
profits taxes should be included in the cost
of service and thus passed on to the rate
”nm'" 9.0, @

“ Where a “sliding scale formula is in
operation the actual results of current oper-
ations, including taxes, are determinstive of
‘uture rates. In such a case there would,
1t seems to us, be danger of grave injustice
in applying the formula to the resuits of
sctual operations for the year which, how-
ever, reflected o deduction based on income
taxes that were neither pald nor payable by
the company.

-

We come next to the remaining con-
tention urged by the certifying account-
ants, that as a matter of correct account-
ing it Is necessary to “allocate” income
taxes to income and other accounts. This
theory is also advocated and developed in
detail in a bulletin “Accounting for in-
come taxes” issued in December, 1944, by
the Committee on Accounting Procedure
of the American Institute of Account-
ants,

There is no doubt that allocation is a
basic accounting procedure. In fact the
whole process of preparing income state-
ments {s a species of allocation—of de-
termining what revenues are allocable
to the current income account and what
expenditures are properiy fo be treated
as costs aliocable to the current income
account. It is not therefore a demon-
stration of the merit of the propoesed
device to describe it as an allocation or
to say that income taxes should be al-
located. Whenever an item is charged
to income. or indeed when it is excluded
and carried as an asset, “allocation” in
the accounting sense has taken place.
The issue here is not whether income
taxes should be allocated but whether
the treatment of Income suggested by
the accountant’s third contention is pref-
erable to the method of allocation here-
tofore followed—that is, to show as a
deduction from Income of the current
year the income and excess profits taxes
which are believed to be actually payable,
under the applicable tax law, as taxes
of the current year, :

In the argument before us and in the
bulletin mentioned it has been urged that
income taxes are an expense that should
be allocated as other expenses are allo-
cated. In neither case, however, was
there any effort made to state the rea-
sons why Federal income taxes must be
considered as an expense in the same
category as, let us say, wages, It is ob-
vious, of course, that the net profit appli-
cable to stockholders cannot be deter-
mined without first making an appropri-
ate allowance for the amount that musg
be paid as income taxes. However, this
fact does not dispose of the question. It
is readily apparent that normal and ex-
cess profits taxes are computed as =
part of taxable net income. Unlike most
expenses they exist if, and only if, there
is net taxable income before any deduc-
tion for such taxes. There is much to be
said therefore for the position that true
income taxes are {in the nature of a share
of profits taken by the government. If

it is desired to place emphasis on the*

necessity of deducting them in order to
arrive at net profit available to share-
holders, they may perhaps be called an
expense—Dbut in such case they represent
& very special class of expense, one that
is incurred only by the making of a net
taxable income.

Accordingly, to the extent that the
propriety of the proposed treatment of
income taxes depends on their classifi-
cation as an expense rather than & share
in profits we feel that the case remains
unproven. Even if they be so classified,
we feel that in view of their unusual and
distinctive characteristics the propriety
of the proposed treatment is not demon-
strated merely by classifying them as an
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expense and then concluding that for
that reason they should be allocated as
other expenses are allocated.

We now examine the contention that
income taxes should be allocated “as
other expenses are allocated.” The ac-
countants who appeared before us cited
to us no other expense which, for general
accounting purposes, is allocated in the
manner proposed for income taxes, nor
have any such instances otherwise come
to our attention. We note, moreaover,
that {n a dissent to the bulletin men-
tioned earlier it was stated:

No expense other than federal income and
profits taxes is ailocated on the basis of ap-
plying to a given transaction so much of the
expense as would not have occurred if the
transaction to which the expenss Is attrib-
uted had not taken pilsce. The usual
method is to allocate a total expense ratably
to given accounts or transactions on a con-
sistent basia,

The {llustrations of expense allocation
cited to us by the certifying accountants
in this case appear to us to support the
above statement. In each case cited
there was an expense actually incurred
that was first gllocated to the period
under the usual ‘accrual principles and
then distributed over a number of ac-
counts. In no caze was there an esti-
mate made of what the expense would
have been under other conditions. In
no case cited, was there a distyibution
of an expense to several accounis by
means of what can be termed an alge-
braic formula in which a negative sum
is credited against one item to offset the
positive charge to another item of an
amount in excess of the actual expense,
We do not regard such a treatment as an
appropriate means of allocating income
taxes in financial statements which pur-
port to reflect the actual results of oper-
ations. We have doubt indeed that such
a method can properly be termed an
allocation st all, as that term is cus-
tomarifly used,

We note, in passing, moreover, that in
the examples of expense allocation cited
to us there existed a direct, almost phys-
jcal association between the Item being
allocated and the item to which it was
charged. For example, in the case of
real estate taxes allocated to construc-
tion the tax item is directly and closely
related to the construction. Likewise,
in the case of brokerage fees, and stamp
or transfer taxes, the tax item is closely
and directly related to the specific trans-
action. In bhoth cases, moreover, the
tax is independent of any other trans-
actions of the company. Nor is there
any attempt made to increase in the
course of the allocation the amount of
such taxes to an estimated sum. We feel
therefore that such illustrations can not
properly be cited in support of the pro-
posed treatment for income taxes.

It is also sometimes pointed out that
“cost” in the case of securities or, prop-
erty acquired {s generally considered to
be the sum of the purchase price plus
incidental costs such as brokerage and
any specific taxes paid by the buyer and
that on sale the proceeds are computed
as the selling price less incidental de-
ductions such as commissions or any spe-
cific taxes pald hy the seller. By anal-
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-attributed to the existence of income.™

ogy and in justification of the proposed
treatment of income taxes it Is frequently
urged that a so-called “tax saving” must
be allocated or attributed to or ultimate-
ly associated with particular losses or
expenses because the tax consequence of
the transaction involving the loss or
expense were a motivating factor in ar-
riving at the decision {o consummate it.
Thus, it is claimed that & property would
not have been sold but for the “tax sav-
ing" thereby effected and that for this
reason it is proper to consider that the
true “loss” on the sale is not the excess
of cost over selling price but Is equal in-
stead to the difference between cost on
the one hand and selling price plus “tax
saving” on the other, We do not believe
such an analogy is sound and we cannot
accept that analysis as a basis for re-
porting the results of actual operations.
It is undoubtedly true that the tax con-
sequences of selling a property often are
an important consideration in arriving
at the decision to sell, and may in some
cases have been s deciding factor. How-
ever, tax consequences undoubtedly play
an important role in the making of a
great variety of decisions involving the
incurrence and amounts of purely oper-
ating expenses such as advertising, wage
rates and bonus plans. Yet it can hardly
be argued that wages or bonuses or ad-
vertising are to be reported as less in
amount because income taxes would have
been higher {f the amounts spent on
such items were less. We see no basis
for adopting a different approach in fig-
uring the “loss™ Involved in & sale of
property. We feel instead that there
has been a loss of the full difference
between cost and selling price coupled
with a tax benefit which is properly re-
flected In the lower taxes actually paid.
We feel that the proposed treatment of
income taxestends to obscure these facts
and that the treatment of income taxes
required by our rules and heretofore al-
most universally followed clearly dis-
closes what has taken place. Where the
tax paid for the year is unusual in
amount because of unusual conditions,
an appropriate explanation would be
called for as is now required in the case
of other unusual events.

As to this last principal contention
urged by the certifying accountants (that
income taxes are an expense that should
be allocated as other expenses are allo-
cated) we feel, first, that there Is grave
doubt whether income taxes.can properly
be considered as an expense in the same
category as the cost of materials or
wages, and, second, that the treatment
proposed does not result in the allocation
of income taxes “as other expenses are
allocated.” We feel instead that the
proposed treatment is purely an effort to
have items shown in the income state-
ment at what is considered to be a “nor-
mal” amount. We note that this objec-
tive is clearly expressed as a prime pur-
pose of the method in the bulletin re-
ferred to earlier, which states at p. 185:

As a result of such [unusual| transactions
the income tax legally pasyable may not bear
& normal relationship to the Income shown
in the income statement and the accounts
therefore may not meet n normal standard
of significance. [Italics supplied.] -

There are, finally, a number of difficul-
ties Involved in the proposed treatment
of income taxes that deserve mention
even though they are not directly related
to the specific contentions put forward by
the certifying accountants in the case.

The first involves the preparation of
general statistical data from financial
reports. Under the method proposed, it
is permissible to show, as taxes, an
amount in excess of the taxes payable,
If such items are totalled for a period of
years or for groups of companies, they
may well be used as evidence of the ag-
gregate amount of taxes pald by the
company or by the industry. Obviously
any such representation is erroneous and
will misstate, often very materially, the
underlying facts.- We feel that we
should not permit the-filing with us of
income statements which readily permit,
if they do not actually invite, such mis-
use, Even a “charge in lleu of taxes”
may result in distorted overall statistics
since it operates to reduce net income
after taxes and so affects the ratio of
actual taxes to net income. If the off-
setting credit is netted against a surplus
charge the distortion may be perma-
nent.™

The second and somewhat technical
problem 15 the difficulty of the computa-
tion. Itisusual in contemplating the tax
consequences of a proposed transaction
to treat it as an incremental or marginal
ftem. Where tax rates are graduated,
this results in associating the marginal
income or expense with the highest tax
bracket. It is questionable, whether
such a principle is realistic when applied
to the results of operations for a com-
pleted year. Next taxable income is a
composite of all taxable income and all
deductible items applicable to the period.
The propriety of singling out any spe-
cific item as the item which {5 taxed in
the highest tax bracket, is doubtful.
Moreover, in applying the theory to losses
and expenses it would appear that the
existence of a reduction in taxes is due
not only to the expense but is equally
dependent on the existence of taxable
income to offset the expense. It would
appear possible that some part of the
benefit from the “reduction” ought to be

= Under one varlant of the practice no
change is made in final net income. In the
statements originally filed in the Instant
case, for exampie, part of the amount in-
cluded as a charge among the operating ex-
penses represented a $609.949 reduction in
income taxes due to the taking for tax pur-
poses of accelerated amortization of emer-
gency facilities at the rate of 20% & year
while In the financial statements only nor-
mal depreciation was being accrued., Bee
Exhibit A, In the original statements this
2000040 was added back as the last item In
the account. This internal in-and-out trest-
ment appears to us to suffer from all of the
dificulties we have discussed even though no
change results in the amount of “net in-
come.” In our opinion, an overstatement of
operating 1% not corrected by “adding
back™ the amount of the overstatement at o
Iater point in the Income statement. Such
treatiuent is In our view artificial and de-
oeptive to all but the most oxperienced
reader., While there may be some grounds
for crediting such reductions in taxes to a
special amortization reserve there is none for
the equivocal practice here followed,
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Even If this point be waived, however,
there has been no satisfactory analysis
presented of the effect to be given to the
carry-back, carry-forward provisions of
the present income tax law. Without ex-
ploring all of the possible difficulties, one
case may be cited. Suppose that a loss
has been charged to surplus but is de-
ductible for taxes. Suppose further that
in accordance with the present proposal
there is charged to income, as provision
for taxes, the amount of $200,000 al-
though the actual tax smounts to
only $50,000. If In the next year the
company suffers an operating loss of
$500,000, then in view of the carry-back
provisions the reader of the two income
statements would reasonably expect to
find a carry-back refund of $200,000—
the amount shown a3 taxes in the first
year. However, obviously no more than
$50,000 would actually be refundable,
The question arises whether having over-
stated taxes in the first year {t Is not nec-
essary, to be consistent, to oversiate the.
refund in the second year. Finally, there
are the permutations in the computation
where & company pays taxes as a mem-
ber of a consolidated group. In addition
to the allociation of the actual tax paid
among the several companies in the
group, the proposed treatment raises the
difficult question of whether the amount
of the so-called “saving” is to be com-
puted on the basis of a company's indi-
vidual status or on that of the consoli-
dated group and, once this is decided, of
whether to allocate this “saving” as be-
tween the several companies or attribute
it solely to the company having the de-
duction, even though perhaps it itself
contributed no taxable income!

The third difficulty is the propriety of
singling out the income tax items for ad-
justment on the ground that it does not
bear a “normal™ relationship to the in-
come reported, Particularly, under con-
ditions like the present, many if not most
of the income and expense items bear
unusual relationships to each other.
Under the influence of the war sales vol-
umes are often very high, Maintenance
may be very high due to continuous op-
eration of the plant, or very low because
of the inability to obtain materials and
labor, or very high because of the use of
inexperienced labor and the inability to
get new machinery, or very low because
operations cannot be stopped long
enough to make thorough-going main-
tenance possible. Selling costs may be
very low because of the volume of war

*We note the customary solution of o
somewhat simllar problem that arises when
& group of companies files & consolidated tax
return. In assigning to each constituent its
Talir share of the consolidated tax pald by the
group it is usual to divide the actual tax
among the companies who would have had to
pay a tax on an individual basis, If one of
the included companies operated at » loss,
the consolidated tax is of course reduced, but
no part of the “saving” is ordinarily paid
over to the loss company by the other mem-
bers of the group. Instead, only those con-
tributing income to the consolidated return
share directly in the benefit of the current
reduction. This principle Is in ted in
our Rule U-45 under the Public Utility Hoid-
ng Company Act,
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business or very high because of the use
of advertising to keep restricted products
in the public's mind. With many items
of income and expense apt to be out of
line, there appears to be little justifica-
tion and a good deal of danger in singling
out one item for adjustment,

ExHmur A

VIRGINIA ELECTRIC AND FPOWER COMPANY AND
SUBSIDIARY AND VIRGINIA PUNLIC SERVICE COM.
PANY AND SUBSIDIARIES, COMUINED

Condensed certified statement of income for
1944 as shown in original registration
statement and after amendment No. 1*

Amount
$51, €81, 778

Item
Operating revenues

Opernting expenses and taxes:
28,237,367
Taxes, excluding reductions
shown separately below or
applied agninst ftems
charged directly to pur-
plus:
Income (note
2,139,496

(3561, 082)
4,131,408

42,322,060

Net operating reve-

R e ot et

Other INCOME.ceonancacee -
9, 314,359

3,719, 527

Deductions from income: In-
terest and amortization, ete.

Reduction in Federal income
and excess profits taxes re-
sulting from the amortiza-
tion of facllities allowable
us emergency facilities under
the Internal Revenue Code,
which facilities are expected
to be employed throughout
thelr nomal life and not to
replace existing facilities ...

Balahce transferred to

609, 940

6, 204, 781

I Note C to the income nccount as set forth
lnntbo registration as originally filed read as
Tollowa:

C. Federal income and excess profits tazes,

Virginia Public Service Company and sub-
sidiaries. The statements of income for the
year 1042 Include provision for Federal nor-
mal Income and excess profits taxes computed
on the basis of taxable net Income after
deducting unamortized debt discount and
expense, call premium and duplicate interest
on long-term dobt ealled for redemption in
1842, The reduction resulting from the
avallabllity of these nonrecurring deductions
in computing the amount of 1942 taxes pay-
able amounts to $1.571,158 and an equal
Amount has been deducted in the accqmpany-
ing statements of {income for 1942 as special
amortization of debt discount and expense.
The balance of unamortized debt discount
and expense, call premium and duplicste in-
terest on long-term debt called for redemp-
tion In 1042 was charged against earned
surplus,

However, the taxable net income as come
puted did not reflect the deduction, for tax
purposes, of losses upon sales of ice and raile
WaY property, and certain other items charged
to surplus, As a result, provisions charged to
income in 1042 were ap, tely $330,000
in excess of the company’s Hability for Fed-
eral Income taxes as shown in {ts tax return

for that year, Pending review of the retumns,
this excess provision s included In sccrued
Federal Income and excess ts taxes at
December 381, 1943,

In 1843 the company filed a clalm for res™

fund of 1641 Federal taxes in the net amount
of approximately $207.000 under the carry-
back provisions of the 1942 Revenue Act.
However, this amount is subject to such ad-
Justments as may result from review by the
U. 8. Treasury Department and the clalm has
not been recorded upon the books of the
company.

Federal income and excess profits tax re-
turns for the company and its subsidiaries
for years prior to 1942 have been examined by
the Treasury Department and those for the
years prior to 1941 have been closed; except
for the year 1037 in respect of which a claim
for refund is pending. .

First Amendment. The following para-
graph was added to Note C:

Virginia Electric-and Power Company, In
nddition to the reduction in Federal taxes on
income shown in the income statement for
1944, reductions (n excess profits taxes aggre-
gating 84,148,050 have been applied against
items charged directly to earned surplus,

The flrst paragraph of Note C as above
quoted was aiso modified to reflect an amend-
ment to the form of the profit and loss state-
ment for Virginia Public Service Cormpany.
As amended the paragraph reads as follows:

Virginia Public Service Company and sub-
sidigries. The statements of income for the
year 1042 include provision for Federal normil
income and excess profits taxes computed
without the benefit of the deduction of un-
amortized debt discount and expense, call
premium and duplicate interest an long-term
debt called for redemption in 1042, The re-
duction resulting from the avallability of
these non-recurring deductions in computing
the amount of 1942 taxes payable amounts to
81,571,158 and an equal amount has been de-
ducted in the accompanying statements of
earned surplus for 1942 from the balance of
unamortized debt discount and expense, call
premium and duplicate “interest on long-
term debt called for redemption in 1942,

Exmr B

VIRGINIA ELECTRIC AND POWER COMPANY AND
SUBSIDIARY AND VIRGINIA FUBLIC SERVICE COM~
PANY AND SUBSIDIARIES, COMBINED

Condensed certified statement of income for
1944 as shown in amendment No. 2

Item
Operating revenues

Operating expenses and taxes:
Other than taxes
Taxes: *
Federal income . .o ..o
Federal excess profits . ..
Post-war credit. v
o, 1T RSN ER it

Amount

Total operating expenses
and taxes before espe-
cial charges

Special charges cquivalent to
reduction in Federal excess
profits taxes resulting from
special amortization of emer-
gency  Iacilitles (reduction
shown separately below) and
from redemption of bonds
and sale of property (reduc-
tions applied agalnst related
items charged to surplus)...

Total operating expenses
and taxes including spe«
clal Ccharges....ceeecee

87, 6564, 061

4,757, 999

42,322, 060

9, 350, 718
(45, 350)

Not operating revenues.oveene
Other INCOME v eevecrarnnnenns
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Amount
99,314, 350

Item

Gross iNCOME. e eccnnacnsncenn

Deductions from income:
Interest and amortization,

O e s Sk ey b 3,719, 527
Net income...

Reduction in Federal income
and oxcess profita taxes re-
sulting from the amortiza-
tion of facilities allowable
ns emergency fecllities under
the Internal Revenue Code,
which faciiities are expected
to be employed throughout
their normal life and not to
replace existing facilities. ... 609, 840

Balance transferred to

6, 204, 781

language “excluding reductions

shown separately below or applied against
items charged directly to surplus™ included
in original registration and Amendment No. 1
was deleted from this caption by Amend-
ment No. 2.

? Federal income and excess profits tares,

Notes C to the Income account as shown in
“the registration as originally filed after
Amendment N> 1 was changed by Amend-
ment No. 2 as fcllows:

The paragraph added by the first amend-
ment was deleted. Also the first paragraph
of the original Note C was deleted,

Exmumr C

VINGINIA ELECTRIC AND POWER COMPANY AND
SUBSIDIARY AND VIRGINIA PURLIC SERVICE
COMPANY AND SUBSIDIARIES, COMUINED

Condensed certified statement of income for
1544 as shown in amendment No. 3

Item Amount
Operating revenues -~== 851,681,778

Operating expenses and taxes:
28, 237, 367
Taxes:

Fedoral income (note C)'.
Federal excess profits
(BOe ) e
Post-war credit. ......... -
IR e te e st

2,180, 496

4,131,408

Total operating expenses
and taxes (before

¢inl charges below:xf: 37, 564, 061

Net operating revenues (before
special charges below) ...

Gross Income (before special
charges below)

14,117,117

reduction In Federal excess
profits taxes resulting from
redemption of bonds (83~
001,117) and sale of prop-
erty ($2,056,873) (reductions
applied agaiust related items
charged to surplus)........

Gross income (after special

4, 148, 050

9, 924,308
Deductions from income:
Interest and amortization,

| £ PR E

8, 719, 527

6, 204, 81
* Federal Income and excess profits taxes.

Note © to the income account as shown
in the registration as originally filed and
after Amendments 1 and 2 was changed by
Amendment No, 3 by adding the following
two paragraphs:

Virginia Electric and Power Company.
In addition to the reductions of Federnl
excess profits taxes payable for the year 1944
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which resulted from costs and losses charged
to surpius and for which special charges of
equivalent amounts have been muade in the
income statement for that year, such taxes
were further reduced $537,466 by reason of
the deduction for tax purposes of amounts,
in excess of depreclation provided for at
usual rates, allowable s amortization of
emergency facilities under Section 124 of the
Internal Revenues Code. No provision has
been made in the Company's accounts or
income statement for such additional amor-
tization, since It is expected that the related
facllities will be employed throughout thelr
normal life and will not replace existing
facilities.

Virginia Public Service Company and sub-
sidiarics, TFederal excess profits taxes pay-
able for the period from January 1 through
May 25, 1944 were reduced $72,453 by reason
of a deduction for tax purpcses of amounts,
in excess of depreciation provided for at
usual rates, allowable ps amortization of
emergency facilities under Section 134 of
the Internal Revenue Code. No provision
has been made in the companies' accounts
or Income statement for such additionsal
amortization, since it is expected that the
related facilities will be employed throughout
thelr normal life and will not replace existing
facilities,

Exmnrr D

VIROINIA ELECTRIC AND POWER COMPANY AND

SUBSIDIARY AND VIEGINIA PURLIC SERVICE COM~
PANY AND SUBSIDIARIES, COMBINED

Condensed certified stotement of income for
1944 as shown in amendment No. 4

Item Amount
Operating revenues. ... -- 851,681,778

" 8

Opontlng expenses and taxes:

’ruu
Federal Income (note C)'.
Federal excess profits (note

2,139,400
3,406,872
(351, 082)
4,131, 408
37, 564, 061

14,117, 17
(45, 350)

14,072, 358

Deductions from income:
Interest and amortization,

Special chagges of those por-
tions of premium and ex-
penses on redemption’ of
bonds ($2,001,177) and of
loss on sale of property
(82056873) which are
equivalent to resulting re-
duction in Federal excess
4, 149, 050

Net income. v oeeee. 6,204,781

i Federal income and excess profits taxes.,
Note C to the Income account as finally
amended comprised 6 paragraphs, Three were
identical with paragraphs 2, 8, and 4 of the
originate note. The other three read rs
followa:

Virginia Electric and Power Company.
Federal excess profits taxes payable for the
year 1044 were reduced $4,685546 by reason
of deductions for tax purposes of redemption
premiums and expenses incuired in refund-
ing of bonds, of o loss sustained on the saie
of transportation property and of amounts,
In excess of depreciation provided for at usual
rates, allowable &5 amortization of
facilities under Section 124 of the Internal
Revenue Code, There have been included In
the income statement’ for 1644 as special
charges those portions of the refunding costa

($2,001,177) and of the loss on sale of prop-
erty (82,056,2873) which are equivalent to the
reductions in taxes resulting from these pur-
ticular transactions, the remainder of such
costs and loss being charged against earned
surplus. No provision has been made in the
compdany’s accounts or income statement for
the sdditional amortization allowable In re-
gpect of emergency facilities, since it 1o ex-
pected that the related facilities will be em-
ployed throughout their normal life and will
not replace existing facilities.

Virginia Public Service Company and sub-
sidiarics, The statements of income for the
year 1042 Include provision for Federal nor-
mal incoms and excess profits taxes com-
puted on the basis of taxable net Income
after deducting unamortized debt dis-
count, call premium and expense on long-
term debt called for redemption in 1942. The
reduction resulting from the availabiiity of
these nonrecurring reductions in computing
the amount of 1942 taxes payable amounts to
81,671,158 and an equal amount has been
deducted In the accompanying statements of
income for 1942 sa a special charge of debt
discount, call premium and expense, The
balance of unamortized debt discount, call
premium and expense on long-term debt
called for redemption in 1942 was ~charged
agalnst earned surplus,

Federal excess profits taxes payable for the
period from January 1 through Moy 25, 1944
were reduced $72,453 by reason of a deduction
for tax purposes of amounts, in excess of
depreciation provided for at ususl rates, al-
lowable as amortizatfon of emergency facill-
ties under Section 124 of the Internal Rev-
enue Code. No provision has been made in
the companles’ accounts or income statement
for such additional amortization, since it Is
expected that the related facilitiesa will be
employed throughout their normal life and
will not replace existing facilitics,

fAccounting Series Release No. 53, No-
vember 16, 1845]

§ 211.54 Statement upon adoption of
amendment of Rule 5-03 of Regulation
S-X (I7 CFR, 210.5-03). The Securities
and Exchange Commission today an-
nounced the adoption of an amendment
to Regulation 8-X (17 CFR, part 210)
designed to provide for special disclosure
of war costs, losses, and expenses cur-
rently being recognized. The amend-
ment adds a new subparagraph (d) to

Caption 16 of Rule 5-03 of the Commis--

sion’s Regulation 8-X (17 CFR, 210.5-03)
which governs the form and content of
most financial statements required to be
filed under the Securities Act of 1933 or
the Securities Exchange Act of 1934,

Where war items are excluded from
fhe income account and carried directly
to surplus or reserve accounts, the new
rule calls for the net aggregate amount
50 excluded to be set forth following the
net income for the period. The nature,
amount and treatment of excluded items
is to be shown In an appropriate man-
ner. If the excluded items were deduct-
ible for tax purposes, a brief explana-
tion of thefir tax effect sheuld be in-
cluded. In addition the new sub-para-
graph (d) requires appropriate disclo-
sure of any substantial amounts of war
items inciuded in the income statement,
If exact amounts cannot be given, the
rule permits a company to explain the
circumstances with an estimate of the
amounts involved. Finally, & statement
is required of the principle followed in
classifying particular iftems as attributa-
ble to conditions arising out of the war
or its termination,
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The proposed amendments were
drafted as a result of a staff survey of the
practices being foliowed in the creation
and utilization of so-called war reserves ”
and of the character of items which were
considered by various compsanies to be
attributable to conditions arising out of
the war or its termination. It appeared
from the studies made that during the
last five years or more many business
corporations had set aside substantial
amounts as reserves against anticipated,
though usually indeterminate, costs and
losses broadly.characterized as attrib-
utable to operations during the war pe-
riod. In most instances such reserves
were set up by means of charges reflected
in the annual income statements either
before or after the determination of net
income. In other instances reserves of
an apparently similar character had been
set up by charges against earned surplus.
Pinally, it appeared from collateral dis-
closures made in financial statements
that some companies, although recogniz-
ing the possibility of such costs and
losses, had set up no reserves but had in-
stead regarded earned surplus as avall-
able to absorb any such charges,

In tases arising in recent months there
has also been evidence of a correlative
diversity in the accounting treatment
proposed for war costs and losses conse-
quent to the termination of war opera-
tions and conversion to peacetime busi-
ness. Insome instances it appeared that
companies proposed to charge any such
items directly to reserves. In some of
these cases, moreover, the items involved
were only in & general sense within the
categories of items for which the reserves
had been described as having been set
up. In other cases, companies proposed
to charge war items directly to earned
surplus or to income, without regard to
whether war reserves had been provided.
It also appeared that little uniformity
of opinion existed as to what constituted
a war cost as opposed to items fairly at-
tributable Lo postwar operations.

The problems of the treatment to be
accorded war items may, of course, be
expected to be of relatively short dura-
tion. Many companies have already in-
dicated that they do not anticipate any
further, unforeseen war items of a sub-
stantial amount. In general, moreover,
it appears that by the close of the cur-
rent year negrly all companies will be in
a position to estimate with reasonable
accuracy their further need for war re-
serves. As soon as this condition exists,
it may be expected that companies will
dispose finally of any remaining and un-
needed balances of war reserves,

Under these circumstances it was de-
termined not to adopt rules prescribing
the particular treatment to be followed
with respect to war items, but to require
instead the special dlsclosures called for
by the new rule.

Diafts of the nmendmcnt were sent
for comment to & large and representa-
tive group of registrants, s well as to
professional and technical associations,
financial services, attorneys, accountants
and other Interested persons. A sub-
stantial majorily of those from whom
comments were received approved the
new rule in principle aithough suggest-
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ing a variety of technical changes. Ef-
fect has been given in the final draft to
many of the technical suggestions re-
celved.

The text of the Commission’s action
follows:

The Becurities and Exchange Commission,
acting pursuant to authority conferred upon
it by the Securities Act of 1933, particulariy
Sections 7 and 19 (a) thereof, and the Se-
curities Exchange Act of 1834, particularly
Sections 12, 13, 15 (d), and 23 (a) thereof,
and deeming such action necessary and ap-
propriate In the public interest and for the
protection of investors and necessary for
the execution of the functions vested In It
by sald Acts, hereby amends Caption 16 of
Rule 5-03 of Reguistion S-X to add the
following new sub-paragraph (d):

(d) Disclosure of War costs, lossos, ex-

and income—(1) Items excluded from
the profit and loss or income statement, I
any substantial amounts of costs, losses, ox-
penses or income attributable to conditions
arising out of the war or ita termination
have been excluded from the profit and loss
or income statement and charged or credited
directly to surplus or reserve accounts on
the ground that such items are not consid-
ered applicable to operations during the pe-
riod of report, show the net aggregate amount
of all such excluded items under an appro-
priate separate caption set forth following
caption 18 but nelther added to, nor deducted
from, caption 16. The following information
as to such excluded Iitems shall be given,
preferably in tabular form, either under'this
caption or by means of a footnote or sched-
ule referred to under, this caption:

(1) The nature and amount of each major
category of the exciuded items,

(i) The account or accounts to which such
items were charged or credited and the
amounts involved,

(2) Items Included within the profit and
loss or income statement. If the profit and
losa or income statement for the period of
report Includes substantinl amounts of costs,
losses, expenses or income (including trans-
fers from war reserves) which In the reg-
istrant’s opinion are attributable to condi-
tions arizing out of the war or its termina-
tion but are not applicable to production
and sale of goods or services during the pe-
riod of report, the amounts so included shall,
if practicable, be segregated under appropri-
ate captions. If segregation is not practic-
able, a brief statement of the circumstances
shall be made as a part of the statement re-
quired by paragraph (3), together with an
estimate of the amounts involved.

(3) Statement of policy. A conclse state-
ment shall be made in a footnote of the
principle followed in determining that items
of costs, losses, expenses or Income were at-
tributable to conditions arising out of the
war or its termination and were not appli-
cable to the production and sale of goods
and services during the period of report.

[Accounting Series Release No, 54, March
30, 1946]

§ 211.55 Proposed revision of Article 6
o/ Regulation S-X (17 CFR, Part 210).
The Securities and Exchange Commis-
slon announced today that a public con-
ference will be held on July 9, 1946 to
consider a proposal made by its staff for
the revision of Article 6 of Regulation
S-X (17 CFR, part 210) which governs
the form and content of financial state-
ments of management investment com-
panies other than those which are issuers
of periodic payment plan certificates.

During the past several years the staff
of the Commission has reviewed criti-
cally the financial statements and
schedules being filed by management

investment companies under the Invest-
ment Company Act of 1940, the Securi-
ties act of 1933 and the Securities Ex-
change Act of 1934. During the same pe-
riod, the staff has from time to time dis-
cussed the issues involved in investment
company accounting with representatives
of various investment companies and
their accountants, and with committees
representing the National Association of
Investment Companies and the Ameri-
can Institute of Accountants,

On May 31, 1944 the Commission au-
thorized the staff to circulate for com-
ment and criticism a proposed revision
of Article 6 of Regulation 8-X which
governs the form and content of finan-
cial statements filed by management
investment companies under the three
Acts mentioned. The proposed draft was
sent to all management investment
companies, to several professional ag-
counting societies, to the National Asso-
ciation of Investment Companies, and
to a considerable number of public ac-
countants and other interested persons.
Thereafter, exténded discussions were
held between the staff and committees
representing the National Association of
Investment Companies and the American
Institute of Accountants,

The restatement of Article 6 now pro-
posed represents a material departure in
many respects from the existing require~
ments of Article 6 and, if adopted,
would call for important modifications in
the financial reporting practices of
many management investment com-
panies. As now revised, the staff pro-
posal glves effect to many of the
suggestions and criticisms received.
However, there are a number of respects
in which the proposed rules are not in
accord with the recommendations of
those from whom comments were ob-
tained, particularly the National Asso-
ciation of Investment Companies,

In view of the importance and signifi-
cance of the changes proposed by the
staff, the Commission has determined to
hold a public conference for the pur-
pose of ascertaining the views of all In-
terested persons with respect to the staff
proposal. For the convenience of those
interested, the staff has prepared a re-
port on the revision of Article 6 which
describes in detail the changes proposed
to be made and the more important
considerations which it believes require
these changes,

Coples of the proposed revision of Ar-
ticle 6 and of the staff report are avail-
able upon request. However, copies of
the materials have already been mailed
to all management investment com-
panies, and to those persons to whom the
draft dated May 31, 1944 was sent for
comment.

The conference will open at 10:30 a. m.
on July 9, 1946 at the Commission’s offi-
ces in Philadelphia, 18th and Locust
Streets. Written comments as to the
stafl proposal and report should be filed
by July 1. Persons desiring to attend
the conference or to be heard at that time
should notify the Commission not later
than June 25, indicating the amount of
time desired to present their views at
the conference,

All communications regarding the con-
ference, including requests for copies of
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the staff report, written comments as to
the proposals, and notifications by those
wishing to appear or be heard, should
be addressed to William W. Werntz,
Chlef Accountant, [Accounting Series
Release No. 55, May 22, 1946.)

PART 231 —INTERPRETATIVE RELEASE RELAT-
ING TO THE SECURITIES ACT OF 1933 Axpd
GENERAL RULES AND REGULATIONS®
THEREUNDER

Sec,

23145 Partial text of letter of Chief of
Securities Division of Federal
Trade Commission relating to
(e) (2).

Letter of Federal Trade Commis-
slon relating to offers of sale
prior to the effective date of
registration statement,

Opinion of Federal Trade Commis-
sion relating to registration of
stock issued by certain mortgage
loan companies,

Letter of Pederal Trade Commis-
sion relating to application of
sections 2 (1), and 2 (3) and
2 (4).

Extract from letter of Federal Trade

on discussing availabll.
ity of a broker's exemption to the
customer of the broker,

Statement by Federal Trade Com-
mission discussing application of
the Securities Act of 1933 to Oil
and Gas Royalty Interests.

Statement Federal Trade
Commission relating to availabil-
ity of an exemption from regis-
tration where a secondary dis-
tribution Involves sales outside
the state of incorporation

Letter of General Counsel discuss-
ing factors to be considered in
determining the avallability of
the exemption from registration
provided by the second clause of
section 4 (1).

Letter of General Counsel discuss-
ing the availabllity of an exemp-
tion from registration for secu-
ritles issued in exchange for
other securities where terms of
the issuance and exchange are
subject to approval by a state
public utility commission,

Letter of General Counsel discuss-
ing avallability of an exemption
from registration of Collateral
Trust Notes,

Letter of General Counsel discuss-
ing distribution by statistical
services of bulleting of and cir-
culars describing securities for
which registration statements
have been filed.

221401

231 404

IThe Interpretative opinions Included
herein are opinlons issued In the past for
the guldance of the public by members of
the Commission’s stafl (or in a few Instances
by the Commission) and herctofore made
public pursuant to Commission suthoriza<«
tion. The opinions are to be read as of the
date of original publication and in the con-
text of the rules, atatutes and circumstances
then . _However, opinions or portions
of opinions which are clearly obsolete have
been omitted. While It is not clear thet
publication of interpretative opinions of this
kind in the Federal Register is required, it is
belleved that such publication may be help-
ful to the public and that it falls within the
spirit of the Administrative Procedure Act.

Where rules referring to an opinlon have
been renumbered since the lssuance of the
opinion, the new designations are indicated
in brackets.




Sec.
231.403

231538

231.1376
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The context of certain instructions
to the use of Form E-1 relating
to registration statoments,

Letter of General Counsel discuss-
ing the avallabliity of an exempe
tion from registration for issu-
ance of securities under deposit
agreements where solicitations
under the sgreement were
prior to the effective date of the
registration requirements of the
Securities Act,

Letter of General Counsel discuss-
ing the avallability of exemption
from registration. of the second
clause of section 4 (1).

Letter of General Counsel discuss-
ing application of section 3 (a)
(9).

Letter by General Counse! discuss-
ing circulation by underwriters
and dealers of summaries of in-
formation contained in registra-
tion statements prior to the ef-
fective date of such statements,

Letter of General Counsel discuss-
ing the application of secuon 5
(b) (2).

Opiuton of the Director of the Dl-
vision of Forms and Regulations
relating to Rule 821 (a) (17 CFR,
230.821a).

Letter of General Counsel discuss-
ing whether a sale of a security is
involved in the payment of a
dividend,

Letter of General Counsel discuss-

ing solicitation by financial and
security houses of brokerage or-
ders for the purchase of securities
prior to the effective date of a
registration statement for such
securities.

Opinion of the Director of the Di-
vision of Forms and Regulations
discussing the definition of “par-
ent” us used in various forms
under Securities Act of 1933 and
Sscurities Exchange Act of 1934,

_ Letter of General Counsel discuss-

ing nature of exemption from
registration provided by section
8 (a) (11).

Opinlon of the Director of the Di-
vision of Forms and Regulations
relating to Rule 821 (a) (17 CFR,
230.821a).

Letter of the Director of the Divi-
slon of Forms and Regulations
relating to Rule 821 (n) (17 CFR,
230.821a).

Opinfon of General Counsel relat-
ing to Rule 142 (17 CFR, 230.142).

Letter of General Counsel concern~
ing services of former employeces
of the Commission in connection
with matters with which such
employees became familiar dur-
ing their course of employment
with the Commission

Letter of General COumel relating
to sections 8 (n) (9) and 4 (1),

Statement of Commission policy
with respect to the acceleration
of the effective date of registra-
tion statements.

Opinion of the General Counsel
concerning the application of
the third clause of section 4 (1)
in various situations.

Extract from letter of the Director
of the Corporation Pinance Divi-
sion relating to sections 20 and
34 (b).

Opinlon of the Director of the
Trading and Exchange Division
relating to the violation of the
anti-fraud provisions of the Se-
curities Act by manipulation of
prices of securities not registered
on a national securities exchange,

No, 189—=0

231.2950 Opinion of the Director of the
Trading and Exchange Division
relating to the violation of the
anti-fraud provisions of the Se-
curities Act {n cases of a “syndi-
cate account” while members of
the syndicate or selling group are
engaged in the retall distribution
of such security,

Statement of the Commission re-

* Iating to the antl-fraud provi-
slons of section 17 (a) of the
Securities Act of 1033 and sec-
tions 10 (b) and 15 (¢) (1) of the
Securities Exchange Act of 1034,

Opinion of the Chief Counsel to
the Corporation Finance Division
reiating to section 3 (a) (10).

Opinion of the Chief Counsel to the
Corporation Finance Division re-
lating to sectlon 3 (a) (10),

Statement by the Commission re-
lating to section 3 (&) (10).

Opinion of the Director of the
Trading and Exchange Division
relating to section 206 of the
Investment Advisers Act of 1940
and section 17 (a) of the Securi-
ties Act of 1933, sections 10 (b)
and 15 (¢) (1) of the Securities
Exchange Act of 1934,

Statement of Commission policy as
to acceleration of the eflective
date of registration statement
where a selling stockholder does
not bear his equitable proportion
of the expense of registration.

Statement of Commission policy as
to the acceleration of the effcc-
tive dateof a registration state-
ment In cases where an inade-
qunte “red herring” prospectus
has been issued,

Statement by Commission with re-
spect to representation that the
Commission has approved the
price of security offered to the
public under a registration state-
ment,

2313899 Letter to the Director of the Core

poration Finonce Division relat-
ing to sections 14 and 18.

§231.45 Partial text of letter of Chief
o) Securities Division of Federal Trade
Commission relating to section 11 (e) (2),

I beg to acknowledge receipt of your letter
of August 31st, enclosing a copy of an opinion
rendered by , making certain obser-
vations with reference to llabilities imposed
by the Securities Act of 1933.

Allow me to make the following obser-
vations upon thelr conclusions with ref-
erence to each of the numbered questions:

1. The contention is advanced that 11 (e)
of the Securitles Act may permit & person
who sues under paragraph (2) thereof to
recover damages in cases where he may have
sold his stock at a price In excess of the
offering price. This contention neglects the
relnttonshlp of paragraph (2) of this section

(1). Paragraph (2) gives an
alurnnuro remedy for damages only where

231.3000

2313011

2313038
2313043

2313116

* the person suing no longer owns the security.

Where he owns the security, he can recover
back the consideration paid for It, but under
section 11 (g) this cannot exceed the price
at which it was offered to the public, But
an nlternative remedy s provided, In order
not to compel the holder of a security in
order to have a remedy to hold that security
until he is enabled to bring sult,

Instead he may seek to cut his losses, so
far as he 1s able, by disposing of the security.
This obviously should not deprive him of a
right which he would possess if he continued
to hold the security, Viewed In this light
the alternative right given by paragraph (2)
is really derivative from (1), and conse-
quently the damages recoverable under that
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paragraph must be computed on the buu
of cost to the plaintiff not exceeding the
price at which the security was offered to
the public, In other words, if the plaintiff
had disposed of the security at a price In
excess of the offering price, no damages
would be recoverable,

The other view neglects both the relation-
ship of the one paragraph to the other and
the practicalities of the situation,

2. The question os to whether it is at all
possible for an underwriter's labllity to
exceed the total amount ralsed from the
public plus interest thercon, must be ap-
proached with one caveat. Our legal system,
adequate or inadequate™as it may be, on oc-
casions does bring about the conviction and
oxecution of the Innocent despite the safe-
guards with which we surround the accused.
Your question must then be reduced to the
more reasonable one as to whether such a
legal happening is at all likely,

Such an occasion could happen only as the
result of a series of sults occurring under
paragraph (2) of scction 11 (e) upon the
same security by different plaintiffs, because,
ns I Indicated above, the individual recovery
granted to any one plaintiff could not exceed
the price at which the security was originally
offered to the public by the underwriter.
Examination of the basis for liabllity under
soction 11—a matter which finds no cone
sideration In the opinfon submitted—shows
that liability is rested upon damage conse-
quent to materinl misstateryents or mislead-
ing or inadequate statements of & material
character In the registration statement.
“Material” in this connection, as is abun-
dantly Hllustrated by the cases under the Eng-
lish Companles Act, has a relationship to the
purported value of the security as reflected
in the offering price. Of course, evcryuung
that is required to be stated In the registra-
tion statement is prima fagie material, but it
takes little Ingenulty to find matters re-
quired to be stated in that statement which,
even though misstated, could not bo deemed
as material misstatements. this
thought further, one sees immediately that
trading losses ns distinguished from losses
due to material, misleading or inadequate
statements s of the time of offering the se-
curity, afford no ground for action, Totalling
the former type of losses In the hands of
successive holders of the same security may
very weill bring a sum in excess of the offering
price of the security. But totalling the lat-
ter type of losses as & maximum can theoreti-
cally never exceed the price at which the
gecurity was offered to the public, Thus
tradors whose successive transactiona have
liquidated prior to the market's discovery of
any fault In the registration statement would
have no claim for market losses. Theoreti-
cally there may, indeed, be successive actions
for “faulty registration losses”, but practi-
cally one doubts whether the first such action
will not in almost every case absorb the entire
amount of such loss. Thus both theoretically
and practically there Is no probabllity of an
underwriter's liability exceeding the aggre-
gate amount at which the ucurmu were
offered to the public.

3. The third contention advanced is that
there is no standard set by the act as to
what facts must be disclosed by an issuer,
for it is stated that the fallure to discloss
any material fact may involve the persons
designated in section 11 in lability.

Frankly it is difficult to see just how such a
conclusion can even be serlousiy advanced
in view of the explicit statements In soction
11 especially when contrasted with the differ~
ence In language used in section 12, Section
11 places Habllity for omission where 4 person
has “omitted to state a material fact required
to be stated therein (i e. in the registration
statement) or necessary to make the state-
ments therein not misleading.” BSection 12
makes no such qualification insfsmuch as it
is not necessarily tied to the reglstration
statement in the manner that section 11 is.
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This conclusion is obvious on the face of the
language but it gets even further emphasis
from & sentence In that important interpreta-
tive document, the Statement of the Man-
agers on the Part of the House. I quote
from page 26 of that document:

“The House bill made the liability depend
upon the making of untrue statements or
omissions to state material facts. This
phrase has been clarified In the substitute
(1, e, the bill as enacted) to make the omis-
sion relate to the statements made in order
that these statements shall not be mislead-
ing, rather than making mere omission {(un-
less the nct expressiy requires such a fact
10 be stated) n ground for llabllity where no
circumstances exist to make the omission in
itself misleading.”

In other words an omission of a material
fact in order to create labllity under Section
11 must be one of two types, It must either
be an omission of a fact required to be stated
in the registration statement or it must be
an omission of n fact whioh renders the state-
ments made in the registration statement
misleading, and, in both of these instances
the omission must be of material facts. To
gay In the light of this that the “practical
efiect” of the Act Is substantially to moke

" an underwriter a “guarantor agninst faflure
to disclose cvery material fact”, neglects the
express qualifications in Section 11 (a) itself,
to say nothing of the provisions of that sec-
tion which absolve a person of Hability, if
such person be nét the issuer, if In any case
he can prove that he exercised reasonable
diligence such as that common to persons
ocoupying fiduciary relationships,

[Securities Act Release No. 45, Septem-
ber 22, 19331

§231.70 Text of letter of Federal
Trade Commission relating to cffers of
sale prior to the effective date of the
registration statement.

Your letter raises the general question as
to whether an underwriter concerned in the
distribution of securities registerable under
the provisions of the Sceurities Act of 1883,
may, subsequent to the filing of a registration
statement but prior to its effective dute, eir-
culate literature among dealers giving them
information of the character of the proposed
offering,

The theory of the walting peried of twenty
days—the time between the flling and the
effective date of a registration statement—
fa fully outlined in the House Report on H. R.
5480 (the House draft of the Securitles Act),
and In the Statement of the Managers on
the Part of the House In connection with
the Conference Report on the Securities Act.

This per‘od, says the House Report, oon-
templates a change from methods of dis-*
tribution Iately In vogue which attempted
complete sale of an fssue sometimes within
ode or st most a fow days, Such methods
practically compelled distributors, dealers
and even sglesmen &8s the price of participa-
tion in future issues of the underwriting
house involved, to make commitments
biindly.

During the walting period, as well as prior
thereto, Section 5 of the Securi*ies Act makes
1t unigwiul for the issuers, underwriters and
dealers (to whose transactions the Act is
generally applicable) to make an offer to buy
or to sell a security—always remembering
that “sell" carries within it the conception
expressed In section 2 (3) of an offer to
sell or a solicitation to buy, The same sec-
tion also makes it unlawful to transmit sany
prospectus (the central feature of which
under section 2 (10) is the fact that it offers
A security for sale) relating to a security
during this period prior to the effective date
of a registration statement. The purposes
of these sections as related to this particular
problem are obvious, Deslers are not to be
solicited to buy the security until a registra-

tion statement 15 In effect; nor are they to
offer to buy such security—an Injunction
made necessary by the fact that otherwise
priarity of application during the waiting
period might be made the basis for priority
of allotment,

The Act, however, as you state has the
purpose of hoping that public and profes-
slonal scrutiny of the proposed issue will
take place during this waiting period, so
that, as distinguished from former days,
nelther the public nor the dealers will be
taken unaware. Obviously this purpose can-
not be accomplished merely by the filing of
a registration statement with the Federal
Trade Commission, even though a copy of
such statement is open to public inspec-
tion, for only a Hmited number of the public
could possibly have the opportunity to In-
spect this statement. To that end, the Act
expressly provides that copies of this state-
ment at a reasonable price shall be furnished
by the Commission on request to those who
wish them. But portions of the registration
may also be furnished on similar terms.
Surely, it would be odd, If what the Com-
mission is under a duty to do, the lssuer
himself would be prevented from doing., In
other words, the purpose of promoting gen-
eral knowledge of the facts. regquired to be
stated In the registration statement is clenrly
set forth in the Act, and nothing in the Act
restricts clreulation of that knowledge to the
Commission alone.

On the other hand, the Act is equally
definite that no offers to sell shall be made
until the expiration of the walting period.
It therefore contemplates, hoyond perad-
venture of doubt, the circulstion of knowl-
edge concerning the matters called for in
the registration statment as a preliminary
to the formation of an intelligent opinion
#s to the desirabllity of a particular security
prior to the arrival of the time when it pers
mits that now ripened ‘opinfon to express
itself in an offer to purchase the security.
It nlso looks forward to this ripened opinton
proving either a barrler or a harbor for such
soductive arts as may still be used after the
expiration of the walting pericd to sell the
security.

You ask whether offers to sell can be made
and accepted and offers to buy made and
nccepted prior to the effective date of a regis-
tration statement with the full understand-
ing that they are canditioned upon the oc-
currence of the effective date. Such a pro-
cedures would obviously fily in the fage of
the general purposes of the Act, Freedom
from declslon is demanded during the wnit-
ing peried, nnd such offers induce the par-
ties to whom they are sddressed to diveat
themselves of a liberty of action which the
Act insists that they shall have.

You ask further, however, whether cir.
culars, describing a security in thé method
in which a prospectus conforming to sec-
tion 10 describes a security but clearly and
unmistakably marked to Indicate that they
are Informative only. negativing without
equivocation either impliedly. or expressly
an intent to solicit offers to buy or to make
an offer to sell, can be circulated with fm-
punity during the waiting period by an
issuer or an underwriter. You assume, as I
assume, that both the letter and the spirit
of these markings are strictly adhered to.
Such conduct seems not only allowable but
one that carries out the general purposes
of the Act, Prospective purchasers, whether
they be dealers or the general public, should
during this waiting period be educated up
to the nature of an issue, which It s ex-

L pected that they will shortly be asked to
buy, always reminding them that no de-

expiration of the waiting period.

Such s procedure hardly needs any ex-

pression from this Division to indicate that

it is permissible under the Act., The House
Report expressly states, pp. 12-13:
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“The bill, apart from section 16 (b), fa not
concerned with communications which
merely describe a security, It is, therefore,
possible for underwriters who wish to inform
a seiling group or dealers generally of the
nature of a security that will be offered for
sale after the effective date of the registra-
tion statement, to circulate nmong them full
information respecting such a seourity. This
could easily and effectively be done by cir-
culating the offering circular itself, if clearly
marked In such a mapner as to indicate that
no offers to buy should be pent or would
be nccepted until the effective date of the
registration statement.”

[Securities Act Release No. 70, November
6, 1933.]

$231.86 Opinion of Federal Trade
Commission relating to the registration
of stock issued by certain mortgage loan
companies.,

Shtares of stock of certain mortgage-loan
companles which are obtaining loans from
the Reconstruction Finance Corporation in
order to re-lend the proceeds to local in-
dustries and mercantile businesses, dre ex-

. empt from registration under the Sccurilics

Act according to an opinion of the Federal
Trade Commission made public today,

The Commission indicated that In its view
the securities would be.exempt (1) where the
mortgage-loan company was incorporated in
the state In which It was to operste and sold
its stock only to residents of that state, and
(2) where the mortgage-losn company was
to operate In and sell Its stock outside the
state of its Incorporation, If the stock of the
company were Issued only to borrowers or if
the stock lssued to borrowers carried voting
rights in the same proportion to their invest-
ment as that issued to others.

This statement was made In response to a
lotter signed by Jesse H. Jones, Chalrman of
the Reconstruction Finance Corporation, and
addressed to the Federal Trade Commission,
requesting an expression of the views of the
Commission &8s to the applicalion of the
Securities Act to varjous situations arlsing
in all parts of the country in conpection with
the operation of age-loan companles.
According to his letter, such companies are
belng organized in many lccalities to partici-
pate In the Reconstruction Finance Corpora-
tion's program of extending credit facilities
and assisting business and industry in co-
operation with the Natlonal Recovery Admin-
latration program.

The opinion of the Federal Trade Com-
mission was sel forth in & letter dated De-
cember 11, 1933, signed by Charles H. March,

an. A company wkich confines its
business to the state of its incorporation and
offers its stock only to residents of that state,
the opinion stated, “may make use of the
malls or of any other means of communice-
tion within the state without first registering
its gsecurities with the Federal Trade Commis-
sion.” As to the compadies which intend to
operate and sell their stock In states other
than the state of incorporation, the Commis-
sion took the view that “many mortgage-loan
companies may be considered institutions
simllar to those specifically named 10 Section
3 (n) (5) of the Act.” This section exempts
“any security lssued by a building and loan
nssociation, homestead assoclation, savings
and loan assoclation, or simliar Institution,
substantially all the busihess of which fs con-
fined to the making of loans to members”,
In the opinion of the Commliesion, an essen-
tial similarity exists between a building and
loan association ss the term 18 used in the
Act and & mortgage-loan company “‘where
the stock lssued to borrowers carrles voting
rights adequate to assure mutuality between
the members of & mortgage-loan company.”
In expresasing the opinlon that the securities
would be exempt under the circumstances
named, Mr, March indicated that one of the
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reasons for the exemption contained In Sec-
tion 8 (a) (5) of the Act was "a bellef that
persons jolning in such cooperative projects
were less likely to need the protection from
each other afforded by registration than per-
sons dealing with issuers of the usual type.”

The following summary of the opinion Is
taken from the Chalrman's letter:

1. If a mortgage loan company, incorpor-
ated In the state in which it Is to operate,
sells its stock and/or other securities only
to residents of that state, it may under
section 5 (¢), make use of the mails or of
any other means of communication within
the state without first registering the secur-
fties with the Federal Trade Commission.

2. If the company is Incorporated In anoth-
er state from that In which it will operate
or if it intends to do business in more than
one state, its securities will be exempt from
registration by reason of section 3 (a) (5)
of the®Securities Act, if the stock of the
company is issued only to borrowers, or if
the stock issued to borrowers carries voting
rights in the same proportion to their invest-
ment as that lssued to the organizers,

3. In the case of a company intending to
Iend funds in any but the state of its incor-
poration, certificates issued to its borrowers
by a voting trust formed to hold their stock
in the company will'have to be registered so
far a8 sections 6 (c¢) and 3 (a) (5) are
concerned.

[Securities Act Release No. 86, December
13, 1933)

§ 23197 Extracts from letters of the
Federal Trade Commission relating to the
application of various sections of the
Act—(a) Seclions 2 (1),2 (3) and 2 (4).
The facts are indicated in the following
quotation:

There can be no question but that voting
trust certificates are subject to the provi-
slons of the Securities Act of 1823. The
definition of the term “security” contained
in section 2 (1) of the Act, expressly in-
cludes a section 2 (4), which again specifi-
cally mentions voting trust certificates, the
term “Issuer” means the person or persons
performing the acts and assuming the duties
of manager pursuant to the provisions of n
trust agreement, Thls can mean no one
other than the voting trustees themselves.
1f, s seems clear from these two sections,
the issue of voting trust certificates was in-
tended to be subject to the Act, the ordinary
transaction in which the certificates are de-
livered against the deposit of securities un-
der the trust must have been Intended to be
included within the concept of a sale.

(b) Section 2 (3). The facts are indi-
cated in the following quotation:

The issuance of bonds carrying & conver-
sion privilege, under Section 2 (3) of the Act,

does not constitute a “sale™ of or “offer to -

sell" the stock Into which the bond Is con-
vertible only if the conversion "right cannot
be exercised untll some future date” Ac-
cording to your letter the conversion privilege
attached to the proposed bonds may be ex-
ercised at any time after the bonds are issued.
For this reason, the lssue of the bonds will
involve an offer of the stock which will re-
quire immediate registration of the latter,

(¢) Section 2 (11). The facts are In-
dicated in the following quotations:

In the typleal reorganization procedure,
“the protective commitiee, after approval of
its plan or reorganization by the bondhald-
ers, arranges the organization of the new cor-
poration and procures the Issuance of the
securities of the new corporafion in connec-
tion with the acquisition of the property of
the old corporation, In taking these steps,
the committee is representing the depositing
bondholders as their agent, trustee or other-
wise, It is difficuit to regard such commit-
toe s falling within the definition of an

underwriter (section 2 (11)) since 1t la
neither selling the new securities for tho new
corporation nor purchasing them with a view
to their distribmtion, The issuance ia n
“sale” of tho sccurities to the depositing
bondholders, represented by the committee,
and inpsmuch as this is the case, no “dis-
tribution,” ns the term s used In Section 2
(11) of the Act, can be deemed to take place
by the committes. The “distribution” with-
in the meaning of the Act ccours when the
securities are issued to the committee as such
representative,

Under certain peculinr elrcumstances, of
course, where the committes parforms serv-
fces not commonly performed by such com-
mittees but of the character that would or-
dinarily attend the distribution of new se-
curities by an underwriter, the committee
might well be an underwriter, But this is not
ardinarily the case,

(d) Seclions 2 (11) and 3 (@) (1). A
corporation made an issue of 500,000
shares on June 20, 1933. 400,000 shares
were issued to former stockholders, 100,-

000 shares were sold outright to an un- *

derwriter and offered to the public on
the same day. At about the same time
the underwriter entered into contracts
with certain individual stockholders in
the corporation by which the under-
writer agreed to purchase from the
stockholders within a limited time addi-
tional stock of which the Individuals were
owners, The underwriter is continuing
to offer shares from the 100,000 share
block purchased from the company. It
will later offer to sell the shares which
it has agreed to purchase from the in-
dividual stockholders. Section 2 (11
provides: “The term ‘underwriter’ means
any person who has purchased from an
issuer with a view to . . . the distribu-
tion of any security . , . As used in this
paragraph the term ‘issuer’ shall in-
ciude, in addition to an issuer, any per-
son directly or indirectly controlling
« « » the issuer . . " Section 3 (a) pro-
vides: “, . . The provisions of this title
shall not apply to . . .: (1) Any security
which, prior to or within sixty days after
the enactment of this title, has been sold
or disposed of by the issuer or bona fide
offered to the public, but this exemption
shall not apply to any new coffering of
any such security by an issuer or under-
writer subsequent to such sixty days;".
The following questions are presented:

(1) In order to continue the offering
of shares from the 100,000 share block,
must the underwriter cause a registra-
tion of the securities? Z

(2) If the shares in this block are ex-
empt from registration, will an offering
of any other stock of this issue by the
underwriter require registration?

(3) Specifically, will the cffering at
this time of the shares which the under-
writer in June, 1933, contracted to pur-
chase from the stockholders require reg-
istration?

Sectlon 3 (a) (1) would provide an exemp-
tion for the securities in this case unless
there is involved & “new offeriug . . . by
an underwriter”, So far ss the 100,000 addi-
tional shares are concerned, {t appears that
the continuation of thelr sal¢ to the public
by the underwriter would not constitute a
new offering, since 1t was comimenced before

‘July 27, 1933, The questlion, thercfore, is

narrowed to a consideration of the shares
owned by various stockholders in the cor-
poration, which they have contracted to sell
to the underwriter.,
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In applying the phrase “a new offering . . .
by an underwriter, it Is the relationship
between the person alleged to be an under-
writer and  the securities which he offers
thét i to be examined. If, with reference
to the block which he now offers, he is not
an underwriter, the exemption to which he
was entitled under Section 3 (n) (1) is not
lost thereby, So the fact that the under-
writer of the 100,000 shares issued by the
corporation in June will now for the first
time coffer shares of the same stock from
another block, will not necessarily cause a
1gss of that exemption.

It s Important to notice, however, that
under #otion 2 (11) & person may be an
underwriter within the meaning of the Act
if he purchases from the controlling inter-
ests in a corporation with a view to furthor
distribution, In this case, therefore, it would
be necessary to consider the position, within
the corporation, of the persons who have
contracted with the underwriter for the sale
of some of their holdings, except for the fact
that the contract of sale was made before
July 27.

Even If the sellers hold the controlling in-
terest in the corporation so that prima facle
the purchaser would be considered an un-
derwriter under section 2 (11), if such sellers
had scld or dispesed of the stock to the un-
derwriter before July 27, 1933, an offer by
the latter made after that date would not
cause the loss of an exemption otherwise
avatiable unde. section 3 (a) (1). The pur-
pose of section 8 (a) (1) was to exempt from
the necessity for registration, securities be-
longing to a person who had purchased be-
fore the effective date of the Act, and who
could not compel the lssuer to register the
security. An opposite conclusion would lead
to a result—certainly contrary to that con-
tempiated by the Act—that might make It
impossible for an underwriter, who became
such before July 27, to dispose of an lssue
which he had purchased if It were assumed
that an offering of the lsue by him nfter
July 27 waes a “new offering . . . by an un-
derwriter,” within the meaning of section
3 (a) (1).

(e) Section ¢ (1), A corporation in
default in the payment of interest on its
6% bonds outstanding proposes to the
bondholders to exchange new bonds
bearing lower interest. The corporation
proposes to pay certain fees to brokers
and investment bankers for their serv-
ices in promoting the exchange.

Section 4 provides: “The provisions of
section 5 shall not apply to any of the
following transactions: (1) * * *
Transactions by an issuer not involving
any public offering * * **"

Bection 3 (a) of the Securities Act of
1033 provides that ** .* * the pro-
vistons of thiz title shall not apply to any
of the following clnsses of securitles:

(8) Any security exchanged by the lssuer
with its security holders cxclusively where
no commiesion or other remuneration is paid
or given directly or indirectly for soliciting
such exchange, & * * =

1At the time of thix opinion, section 4 (1)
rend: ““Transactions by an issuer not with
or through an underwriter and not involving
any public offering."

3 At the time of this opinlon, section 8 (a)
(9) was the first clause of section 4 (3) and
read: “(3) The Issuance af a security of a
person exchbanged by it with its existing se-
curity holders exclusively, wheére no com=
mission or other remuneration is pald or
glven directly or indirectly in connection
with such exchange * * *" Subsequent
references in the oplinlon to the first clause
of section 4 (3) have been changed to refer
to section 3 (a) (9).
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The question is whether there will be
& “public offering” of the new bonds
within the meaning of section 4 (1),

It seems clear that offerings addressed only
to security holders of s single lssuer may
nevertheless be "public afferings” within the
meaning of section 4 (1). Otberwise the in-
clusion of the first clause of sectlon 4 (3)
[section 8 (a) (9)] would have been un-
necessary, If the group of security holders
includes a substantinl number of persons,
the offering should be considered a “publie”
one. This Interpretation has the support
of the Statement of the Managers on theo
Part of the House, at page 25 of the Con-
ference Report:

"Sales of stock to stockholders become
subject to the act unless the stockholders
are so small In number that the sale to them
does not constitute a public offering”

It recelves added support from the con-
sideration that while the Uniform Sale of
Securities Act and many of the State Biue
Sky Laws contain specific exemptions re-
Iating to the issue of securities by a com-

pany to its own security holders, no such .

specific exemption was Included by Congress.

(f) Section ¢ (1). ‘The facts are in-
dicated in the following quotation:

It is difficult to regard the contemplsted
offering of stock to 2450 employces of the
X corporation as not being a “public offer-
ing” within the meaning of section ¢ (1)
of the Securities Act. It is clear that the
word “public” s used In this provision Is
not Umited to offers which are made indis-
criminstely and open to anyone, For ex-
ample, an offering confined to the security
holders of a corporation may nevertheless
be & “public offering” within the meaning
of section 4 (1). Otherwise the first clause
of gection 4 (9) [section 3 (a) (9)) would
be superfluous, Where a substantial number
of persons §s involved, It would seem Im-
prudent to rely upon the second clause of
section 4 (1) to give an exemption,

(g) Section 4 (1). The facts are in-
dicated In the following quotation:

Securitics, issued In exchange for securi-
ties of the same issuer to existing security
helders in such a way that the exchange is
exempt under section 4 (9) [section 3 (n)
(9)) of the Securities Act, may be traded in
by dealers within & year of their last public
offering, although no registration statement
is in effect and no prospectus complying with
section 10 Is furnished.

Although section 4, s distinguished from
section 3, exempts transactions and not the
securities themselves, where the transaction
exempted is an othorwise non-exempted of-
fering of an lssue by an Issuer and conse-
quently the {ssuer is relieved of the duty of
filing the registration statement, the dealer
may sell through the mail and In Interstate
commerce without a registration statement,
tinless, of course, there is a new offering of
the security by the issuer or an underwriter.
A study of the Act indicotes that in every
instance the duty of filing a regiastration
statement s piaced upon elther the lssuer
or & person who can contro! the lssuer and
thus compel the issuer to file the necessary
statement, This being 80, an exemption ss
to this group of persons would oarry
throughout the line of distribution to the
dealer. True, In the ordinary case n dealer
may not sell within one year after the public
offering unless a registration statement is in
effect, But the ordinary case presupposes
that the jssuer or someone In control of the
issuer must file a registration statement as
& condition precedent to making the offer-
ing. This basic presupposition upen which
the dealer roquirement of section 4 (1) rests,
belng removed the deanler limitations in sec-
tion 4 (1) have no applicabllity,

(h) Section 4 ¢3) (3 (a) (9)]1. The
facts are indicated in the following quo-
tation:

Your letter ralses the question whether
certificates of deposit representing bonds ex-
empt under section 3 (a) (2), which are de-
posited under an’agreement with a protective
committee, enjoy any exemption under the
provisions of the Act referred to, It is
dioult to see how the exemption there pro-
vided could possibly be applied to sueh cer-
tificates. Under section 2 (4) it is clear that
the Committee 15 the “issuer” of the certifi-
cates. Certainly the commitiee cannot be
considered as falling within any of the classes
of issuers named in section 38 (a) (2). So far
45 this provision of the Act is concerned,
reglstration of the certificates appears neces-
sary.,

(1) Section 5 (¢) 18 (@) (1))}
tion 6 (¢) [3 (8) (11) ] provides:

|Section 3 (a) provides: "* *  *  the pro-
visions of this title shall not apply to any of
the following classes of securities: (11) Any
security which Is part of an issue sold only
10 persons resident within s single State aor
Territory, where the issuer or such security is
a person resident and doing business within,
or, If a corporation, Incorporated by and doing
business within, such State or Territory.”|

The holders of certain bonds of a corpora-
tion resided outside of the State in which the
jssuer was incorporated and dolng business.
In order to carry out a reorganization without
registration under the Act it was proposed to
have the non-resident bondholders repre-
sented by an sttorney resident within the
State of the lssuer’s Incorporhtion.

Your inquiry is whether the exemption pro-
vided by section 5 (¢) [3 (a) (11)] can be
secured by baving the non-resident bond-
holders represented by a resident attorney,
The conditions of section 5 (¢) (3 () (11)]
must be met In substance, not merely in
form. The submission of the plan of reor-
ganization to an atiorney for non-residents is
really o submission to the non-resident
cipals, In such an instance, section 5 (c¢)
13 (8) (11} ] would seem Inapplicable.

(j) Section 5 (¢) 13 (a) (11)], A com-
pany incorporated and doing business in
X filed = registration statement covering
& new issue of its securities. Pending the
effectiveness of this statement it pro-
posed to sell securities from this issue to
residents of X by the use of the mails
within that State. After the statement
should become effective, it contemplated
the sale of the remaining portion of its
issue to non-residents.

The Securities Act will not permit you to
use the malls Inside the state of X for the
sale of your securities until a registration
statement is effective unless,.In accordance
with the provisions of section 5 (c) [3 (8)
(11)] the entire issue Is to be sold to resi-
dents of that state. It is understood that
you plan to sell part of the issue to non-
residents of X as soon as the registration
statement becomes effective. If this is done,
the conditions of section § (¢) [3 (8) (11)]
will not be met, and any use of the mails

Sec-

1 Section 8 (s) (11) was formerly section §
(c¢) as follows: “(c) The provisions of this
section relating to the use of the matls shall
not apply to the sale of any security where
the lssue of which it is a part is sold only to
persons resident within a single State or Ter-
ritory, where the Issuer of such securities Is a
person resident and doing business within,

or, If a corporation, Incorporated by and do-

Ing business within, such State or Territory.”
Bubsequent references in the opinion to gec-
tion 6 (¢) have been changed to refer to sec-
tion 2 (a) (11).
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for sales within the state pending an effective
registration will be a violation of the Act.

(k) Section 5 (¢) [3 (@) (U], The
facts are indicated in the following quo-
tation:

The conditions which must be met In order
to secure the exemption provided in section &
(¢) I3 (&) (11)] of the Securities Act relate
only to the original issus of the securities.
The fact, therefore, that residents of the
state subsequently resell to persons outside
of the state does not have the effect of de-
stroylng this exemption, Of course, the con-
ditions must be met in substance as well
As In form. Sales cannot be maude by the

ation to residents with . view to their
distribution in other jurlsdictions. If later,
however, the purchaser resells outside of the
state, the corporation will not be llable, as
hss been Indicated, and the purchager him-
self will not viclate the Act In view of the
exemption provided In the first clause of
section 4 (1).

(1) Section 5§ (¢) (3 (a) (11)). The
facts are indicated in the following quo-
tation:

The forwarding of sn offer of a security
addressed to n person Within the state to a
point outside the state would not involve
the loss of an exemption othorwise avallable
under ssction 5 (c) (3 (8) (11)]. A sub-
scription received from a non-resident oy a
result, however, should not be accepted.”

(m) Section 5 (¢) 13 (@) (11)]. A com-
pany incorporated and doing business in
X proposed to insert an advertisement
of its new issue of securities in a news-
paper published within the state, part
of the circulation of which extended into
other states. It proposed to insert in its
rdvertisement the following clause;
“This offer is open only to residents of
the State of X.”

(n) Section 8. After the effective date
of issuer's registration statement, certain
changes in-the condition of the issuer oc-
curred of which the issuer wished to give
prospective Investors notice. Two ques-
tions were presented—whether it was
necessary to amend the registration
statement and how the information
should be published in any prospectus of
the issuer.

Under section 11 the sccuracy of the regis-
tration statement is to be judged by the date
upon which it becomes effective, It is, there-
fore, unnecessary, and probably impossible,
to nmend it to inciude facts which oceur
after its effective date, It may, of course, be
necessary to supplement the information
contained In the prospectus in order that it
may not be misleading within the meaning
of sections 12 (2) and 17,

The use of supplementary information,
however, does not require an amendment of
the , and no further papera need,
therefore, be filed with the Commission, On
the other hand, if It is proposed to substitute
new information for that contained in the
prospectus, since under the rules of the Com-
mission the prespectus must not omlit cer-
tain items contained In the registration state-
ment, such changes can be effected only by
& regular amendment to the statement filed
with the Commission. In any ease in which
it could properly bo made, such an amend-
ment, being filed after the effeciive date of
the registration statement, would become
effective itself, under section 8 (¢) of the
Act, “on such date as the Commission msy
determine, having due regard to the public
interest and the protection of investors."

(0) Section 17 (b). A security statisti-
cal service company, which publishes




periodically a pamphlet containing rat-
ings for securities and advice as to their
purchase, sale, or retention, was em-
ployed to assist in the preparation of a
reorganization plan, For this work it
was to receive a flat fee not contingent
upon the success of the reorganization,
The company proposed to recommend in
its periodical pamphlet that bondholders
of the corporation being reorganized ad-
here to the plan by depositing with the
committee, The question was raised by
the company whether it should disclose
the amount of the fee which it was to
receive for its work in preparation of the
plan thus recommended:

The question ralsed requires a considera-
tion of gection 17 (b) of the Securities Act,
. The provisions of that section are clear,
Whether it will be to state the
amount of the fes received by the X Com-
pany for its services depends entirely upon
whether any part of the fee was actually
contracted for in the expectation or with the
understanding that the reorganization plan
would be rocommended by the Company,
Such en expectation may result from the
ordinary course of business of the company.
If this expectation or understanding was
consideration in retaining the X Company, {t
seems clear that the fee pald to it will be one
the receipt and amount of which must be
disclosed under the Act.

[Securities Act Release No. 97, December
28, 19331

§ 231.181 Extract from letter of Fed-
eral Trade Commission discussing the
availability of a “broker’s exemption” to
the customer of the broker, The Federal
Trade Commission today made public an
extract from a letter in response to an

inquiry concerning the application of
section 4 (2) of the Seccurities Act.
This release supplements Release No, 97
(17 CFR, 231.97), published December
28, 1933, containing extracts from other
letters discussing the application of the
act to various situations.

16. Section 4 (2), Certaln corporations
having unissued stock and others having
treasury stock which was originally issued
before the effective date of the Securities
Act proposed to sell such stock through brok-
ers on the stock exchange. The question
was ralsed whether section 4 (2) of the Secu-
ritles Act made It unLecessary for the issuing
corporations to register such stock before
ordering its sale, The following is the com-
ment contained in the letter:

Apparently the exemmption provided by See-
tion 4 (2) of the Securities Act applies only
to the broker's part of a broker's transaction,
It does not extend to the customer., Whether
the customer is excused from complying with
the requiremonts of Section § depends upon
his own status or upon the character of the
transaction in which he, himself is engaged.
In other words, therafore, an issuer selling
through a broker on the stock exchange
would be subject to Section 5 of the Act,
This would be true whether the securities
rold by the issuer were unissued or treasury
stock.

The House Report on the Securities Act
(H. R. No. 85,73rd Congress, 15t Session), at
page 16, contains comment on this section
of the Act which Involves the Interpretation
which I have outlined above, Under this
exemption, it & stated, “Purchaesers, provided
they are not dealers, may thus in the event
that a stop order has been entered, cut their
loases lmmodiately, If there are losses, by dis-
posing of the scourities. On the other bhand,
the entry of a stop order prevents any further
distribution of the security.” Thisstatement
indicates that dealers (in the period of one
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year after date of public offering) would be
unable to sell through brokers, seourities for
which no registration statement was in effect
in accordance with the provisions of section
5 (a). - The same restriction must, of course,
apply to Issuers and urderwriters. Obvi-
cusly, the committee did not concelve that
the exemption extended to the broker's
customer,

Under this ruling, treasury stock,
originally issued before the effective date
of the Securities Act of 1933, must be
registered under that act before it may
be sold. [Securities Act Release No, 131,
March 13, 1934]

§ 231185 Statement by Federal Trade
Commission discussing the amendment
of the Securities Act to include fractional
undivided interests in oil, gas or olher
mineral rights in the definition of
security.

Application of The Securities Act of 1933
to oll and gas royalty interesis. Title II of
the Sscurities Exchange Act of 1934, clffective
July I, 1934, amends section 2 (1) of the
Securities Act of 1833 to read in part ss
follows:

“The term ‘security’ means any * * ¢
fractional undivided interest in oll, gas, or
other mineral rights * * *",

It plso smends section 2 (4) of the Sacurl-
tics Act to read in part as follows: *“* ¢
with respect to fractional undivided Interest
in ofl, gas, or other mineral rights, the term
‘issuer’ means the owner of any such right or
of any interest in such right (whether whole
or fractional) who creates fractional interests
theréin for the purpose of public offering™.

The amendment to the definition of the
term “security” makes clear that the pro-
visions of the Securities Act apply to the
sale of certain oil or gas interests. The or-
dinary royalty interest which entitles the
holder to share in the oll or gas produced
from a particular tract of land clearly comes
within this definition. Whether such inter-
ests are transfered by deed or contract and
whether under the law of the particular state
in which the tract is located such intercats
are regarded as real cstate or as personal
property makes no difference in the appil-
cation of the Act. The word “rights" Iy
broad enough to make the definition appli-
cable to interests which are regarded as giv-
ing ownership of the oll or gas in place as
well as to interests which merely afford the
owner the right to produce oil or gas. The
Act applies, however, only to “fractional” in-
terests. The transfer of the whole royalty
interest in any tract of land, though under
the terms of the lease the holder may be
oentitied only to a portion of the production,
is not considered the transfer of a security
under the Act. |

In determining who is the “issuer” of the
royalty Interest for the purpose of the Act
three points must be considered. An issuer
must be the owner of the royalty interest
in question. He must create fractional in.
terests therein, And the subdivision must
be made for the purpose of public offering.
The application of the definition will be best
understood from the consideration of illus-
trative cases. Suppose that a dealer pur-
chases the entire royalty interest in a par-
ticular tract and proceeds to offer to the
public 1/32 interests thereln, The dealer will
be an Issuer and as such would have to sign
& registration statement for such royalties,
unless he brings himself within ths exemp-
tions provided by the Act or by the regula-
tions of the Commission. Suppose, however,
that he sold one-half of his royalty interest
to another dealer and that this latter desler
in turn proposed to offer 1/64 interests in the
royalty to the public. The latter dealer also
would then be an issuer and registration by
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him of the Interests offered by him would
be necessary,

The ordinary offering of & royalty by a
person engaged in dealing In royalty inter-
ests would come within the concept of a
public offering, Such an offering may per-
haps be actively made to only a few persons
but the interest is for sale to any member
of the public who wishes to buy. In this
connection it is important to note that it
13 thé number of persons to whom the offer-
ing is open which 15 determinative ruther
than the number of persons to whom suales
are actually made.

It §s unnecessary that the public offering
be made directly by the person claimed to
be the issuer, so long as he is responsible
for the distribution of the interests among
the public. Thus if a “wholesale” dealer
in oll royalties confines his offering to, say,
ten or fifteen “retail” dealers, nevertheless
his subdivisiog of the interest for sale to
thoso dealers in connection with thelir offer-
ing to a group which aggregates sny sub-
stantial number will make him an lssuer.

Sales to such “retail” dealers are made
with & view to resale by them, and the seller,
therefore, Is to that extent responsible for
the distribution among the public, On the
other hagd, the original owner of the royalty
{nterest, “owner of' the fee of the tract to
which it applies, would usually not be con-
sidered an lssuer, He Is ordinarily not ene
gaged in the process of distribution of royal=
ties. His sale to the dealer ends his par-
ticipation In the transaction. He s not
responsible for the eventual offering to mems-
bers of the public,

In the cass outlined above, where inters
ests purchesed from s “wholesale” dealer
are further subdivided by the “retail” dealer,
the latter will occupy a double position. He
will not only be an lssuer, as previously
stated, but he will also be an underwriter.
And insofar as the retall, as well as the
wholesale dealer, Is an issuer, two and per-
haps more registrations for the same Interest
might be necessary.

In order to avold the necessity of multiple
registration, it would seem advisable for the
original owner of the interest who proposes
to subdivide it for the purpose of a direct
or an indirect publie offering, to reglster
the fractional interests in as small fractions
85 he may deem n to assure their
ultimate placement with investors. Instead
of registering, for example, a one-qunrier
royalty interest, he may register 32/128, it
he considers that it will be unnecessary to
divide the interest into portions smaller
than 17128, It will also be possible In some
cases to alter the fractions in which the in-
terest is registered by an amendment to the
registration statement made even after the
statement has become cffective. This may
avold further subdivision by the purchaser
from the registrant, and thus,.as no new
fzsuer will be involved, s second reglstration
will be rendered unnecessary.

Apart from the exemptions provided by the
regulations of the Commission, several ex-
emptlons provided by the Act have applica-
tion to royalty interests. Section 8 (a) (1)
exempts from registration securities “soid or
disposed of by the issuer or bonn fide offered
to the public” before July 27, 1033 (though
this exemption does not apply to new offer-
ings of such securities by the Issuer or an
underwriter after that date). Therefore
royalty Interests sold before July 27, 10393,
or offered publicly before that date, may be
cffered, without registration, by persons who
uro neither lssuers within the definition of
section 2 (4) nor underwriters within sec-
tion 2 (11) of the Act. Even If the offeror
is an issuer or underwriter, becalise he pro-
poses to subdivide his holdings or becauss
e ncts as broker or agent for an lssuer, he
may continue to offer the particular intere
ests offered before July 27, 1083, if no ms-
terial change is made in the terms or cons
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ditions of the offering sufficient to consti-
tute it & new one,

Seotion 8 (a) (11) exemptls securities
which are part of an issue “sold only to
persons resident within a single State or
Territory, where the lssuer of such security
is a person resident and doing business
within * * * gsuch State or Territory”.
The avallablility of this exemption depends,
among other things, upon the residence of
the lssuer. It must be remembered, as
pointed out above, that there may be more
than one issuer for the same royalty inter-
est where there have been successive subdi-
visions, To secure this exemption, all the
issuers must be residents of the State or
Territory where the offering is made, In
addition, the original distribution of the
Interests must be confined to that particu-
lar State or Territory or the exemption will
be destroyed.

Finslly section 4 (1) exempts “transac-
tions by any person other than an issuer,
underwriter, or dealer; transactions by an
issuer not involving any public offering™.
Under the provisions of this eection it will
be unnecessary to register royalties if tho
seller Intends to make no public offering of
the interests directly or through any dealer.
Crdinary transfers between privatg persons
will be exempt from the registratio ire-
ments, It is also Important to note that
eince the definition of the term “issuer” in
goction 2 (4) was added by an amendment
effective July 1, 1934, only the subdivision
of an Interest after that date will subject the
owner of a royalty to classification as an is-
suer for the purposes of the Act.

[Securities Act Release No. 185, June 20,
1934) $

$ 231.201 Statement by Federal Trade
Commission relating to the availability of
an cxemplion from registration where a
secondary distribution involves sales out-
side the state of incorporation., Inas-
mauch as the name of the corporation in-
volved is not deemed material at this
time, it has been deleted.

As a result of statements appearing In
newspapers last week with respect to the
listing on the New York Stock Exchange of
an issue of §8,000,000 fifteen-year se-
cured 6 per cent sinking fund bonds, Series
A, due June 1, 1949, to the eflect that the
issue was listed on the stock exchange after
full clearance had been recelved from the
Federal Trade Commission, the Commission
today announced that it had not in any way
approved or disapproved the listing of tho
bonds on the New York Stock Exchange,

The Federal Trade Commission statement
sald the Commission understood that In the
first, instance tho issuer and the underwrit-
ers of the . ... bond issue Intended to com=
pletely distribute the bonds entirely outside
of the scope of the Securities Act of 1933 by
avolding the use of any means or instruments
of transportation or communication in inter-
state commerce or of the malls, The lssuance
of the securities in this manner would itself
raise no question of registration or exemp-
tion. But any subsequent sale through the

of the malls or of means or instruments

communication or transportation in in-
torstate commerce would Immediately neces-
sitate consideration of the avaflability of an
exemption under section 8 of the Act unless
the particular transaction was exempt under
section 4. In the absence of an exemption
applicable under section 3, the Commission
expressed the opinion that without registra-
tion, a listing on an exchange such as the
New York BStock Exchange might result,
sooner or later, in o violation of the Securi-
ties Act,

The Federal Trade Commission statement
also sald it had recently been advised that
counsel for ...... now consider the bonds
exempted under section 3 (a) (11) 9( thoe

Securities Act as being part of an issue sold
only to residents of New York State whero
the 1ssuer was a New York corporation doing
business within the State of New York. The
Commission pointed out that in order that
the exemption of section 8 (a) (11) may be
available for securities of any fssue, it is
clearly required that the securities at the
time of completion of ultimate distribution
shall be found only in the hands of investors
resident within the State. Ultimate distri-

- bution, in the opinion of the Commission,

was declared to conaist not only fn the deliv~-
ery of the bonds from the fssuer to the under-
writers, and the delivery of the bonds from
the underwriters to sub-underwriters and to
dealers, but also In the disposition of the
bonds in the hands of investors in any sec~-
ondary distribution which might take place
pursuant to arrangements by the issuer or
underwriters, An early listing of the bonds
by the fssuer on an exchange such as the
New York Stock might contemplate
further distribution of the bonds prior to the
completion of their ultimate distribution.

[Securities Act Release No. 201, July 20,
1934)

§231.285 Letter of General Counsel
discussing the factors to be considered in
determining the availability of the ex-
emption from registration provided by
the second clause of Section 4 (1),

The opinion has been previously expressed
by this coffice that an offering of securities to
an Insubstantial number of persons is a
transaction by the issuer not involving any
public offering, and hence an exempted
transaction under the provisions of section 4
(1) of the Securities Act. Furthermore, the
opinion has been expressed that under ordl-
nary circumstances an offering to not more
than aspproximately twenty-five persons is
not an offering to a substantial number and
presumably does not involve a public offering.

As o result of such opinlons there appears
to be developing a general practice on the
part of Issuers desiring to avold registration
of their securities to seek to dispose of the
same to Insurance companies or other insti-
tutions, which, at the time of purchase, state
that they are ncquiring such securities for
investment and not with a view to distri-
butlon,

I would call your attention to the fact that
in previous opinfons it has been expressly
recognized that the determination of what
constitutes a public offering Is essentially a
question of fact, In which all surrounding
circumstances are of moment. In no sense
is the question to be determined exclusively
by the number of prospective offerces. I
conceive that the following factors In par-
ticular should be considered in determining
whather a public offering is involved in a
given transaction:

1, The number of offereed and their rela-
tionship to each other and to the issuer.
You will note that this does not mean the
number of actual purchasers, but the num-
ber of persons to who the security in ques-
tion is offered for sale. The word “offering”
in this sense should not be llmited to those
cases whereln a formal proposal for a firm
commitment ia submitted. Any attempt to
dfspose of a securlty should be regarded sa
an offer, I have very serious doubt as to
whether in many of those cases where 1t 1s
stated that an offering is to be made only
to an insubstantial number of persons, there
may not be preliminary conversations for tho
purpose of ascertaining which of varlous pos-
sible purchasers would be willing to accept
an offer of the security in question if it were
made to them. Any such preliminary nego-
tiations or conversations with a substantial
number of prospective purchasers would, In
my opinion, cause the offering in
to be a public offering, thereby necessitating
prior regiatration of the security in question,
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Again, In determining what constitutes a

substantial number of offerces the basis on
which the offerces are selected 19 of the great-
eat importance. Thus, an offering to a glven
number of persons chosen from the general
public on the ground that they are possible
purchasers may be a public offering even
though an offering to a larger number of
persons who are all the members of & par-
ticular class, membership in which may be
determined by the application of some pre-
existing standard, would be a non-public of-
fering. However, T have no doubt but that
an offering restricted to a particular group or
class may nevertheless be s public offering
if it Is open to a suficlent number of per-
sons.
I also regard as significant the relation-
ship between the Issuer and the cfferees.
Thus, an offering to the members of n class
who should have special knowledge of the
izsuer is less likely to be a public offering
than 1s an coffering to the members of a
class of the same size who do not have this
advantage. This factor would be particularly
important in offerings to employees, where a
class of high executive officers would have
& special reiationship to the lssuer which
subardinate employees would not enjoy.

2. The numbder of units offered. If the
denominations of the units are such that
only an insubstantial number of units is of-
fered, presumably no public offering would
be Involved. But where moany units are of-
fered In small denominations, or are con-
vertible into small denominations, there is
some indication that the lsgsuer recognizes
the poskibllity, if not the probabllity, of &
distribution of the security to the public
generally. The purpese of the exemption of
non-public offerings would sppear to have
been to make registration unnecessary in
these relatively few cases where an issuer
desires to consummate a transaction or a fow
transactions and where the transaction or
transactions are of such a nature that the se-
curities in gquestion are not likely to come
into the hands of the general public.

In connection with a consideration of the
number of units cffered, I would also con-
glder whether the same or othor securities
of the same issucr are being offered at the
same time, I feel that this circumstance has
a bearing on the character of the offering.

3. The size of the offering. It should be
noted that the exemption of section 4 (1)
is of transactions by an issucr not fnvolving
any publie offering, In view of this language,
it would appear to be proper to consider not
merely the specific transaction or transace
tions between the issuer and the initial pur-
chasers, but also the extent to which a later
public offering of all or part of the gecurities
sold by the issuer is likely. Hence I feel
that this exemption was intended to be ap-
plied chiefly to small offerings, which In thelir
nature are less likely to be publicly offered
even if redistributed.

For the sameo reason I feel that a material
consideration is whether the security In
question is part of an issue alrendy dealt
in by the public, either on a national securi-
ties or on the over-the-counter
market, or, within the reasonable contem-
plation of tho parties, is likely thus to be
dealt In shortly after its issuance. This
factor again may indicate whether public
distribution of the security in question is
likely within a reasonable time.

4. The manner of offering. I have already
indicated my opinion that the purpose of
the exemption ©of non-public offerings is
largely limited to those cases wherein the
fssuer desires to consummate a few trans-
actions with particular persons. Conse-
quently, I feel that transactions which are
effected by direct negotlation by the issuer
are much more likely to be non-publle than
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I have gone into this matter at length in
order that you may be apprised of the many
eclements which in my opinion go into the
determination of what constitutes a trans-
actlon not Involving any public offering.
There may be some situations where all the
factors are =o clear that it would be possible
to express a definite opinion. In & situs-
tion such as you present, however, I feel
that the offering would be carcfully scru-
tinized by -any court before which 1t may
come and that any letter which purported
to describe the situation, snd on which my
opinion “would necessarily be based, could
not, adequately advise as to the varlous fac-
tors which are involved.

I call your attention to the fact that any
dealer who might subsequently purghsse
from an initial purchaser the securities
which you propose to offer, would be re-
quired to satisfy himself that the Initial
purchaser had not purchased with a view
to distribution. If the lpitial purchaser had
purchased with this intent, he would be an
underwriter, and sales by a dealer of securl-
ties bought by him from such an Initial pur-
chaser would, as a general rule, not be
exempt until at least a year after the purchase
of the securities by the dealer, The sale of
unregistered securities to a limitéd number
of Initial purchasers, therefore, leads to n
practical situation in which such Inftial pur-
chasers may have difficulty in disposing of
the securities purchused by them. Any
opinion which I might render in connection
with the proposed offering might, I fear,
be avalled of by the lssuer or by an Initial
purchaser as a means of satisfylng a dealer,
at a later date, that he might purchase the
securities In question and market them
without risk of violating the Act. You will
appreciate that my opinlon would not
actually have this effect, since {n the case of
each transaction there would be involved
various matters of fact on which I am not in
a position to express gn opinion, * * ¢

[Securities Act Release No, 285, January
24, 1935}

§231.312 Letter of General Counsel
discussing the avallabilily of an exemp-
tion jrom registration for securities is-
sued in exchange for. other securilies
where the terms of the issuance and ex-
change are subject to approval by a state
public utility commission.

Section 3 (a) (10) exempts from registra=
tion:

Any security which is Issued in exchange
for one or more bona fide cutstanding sectri-
ties, clalms or property interests, or partly
in such exchange and partly for cash, where
the terms and conditions of such lssuance
and exchange are approved, after a hearing
upon the falrness of such terms and condi-
tions at which ail persons to whom it Is pro-
posed to lssue securities in‘such exchange
shall have the right to appear, by any court,
or by any official or agency of the United
States, or by any State or Territorial banking
or Insurance commission or other govern-
mental authority expressly authorized by law
to grant such approval.

I shall take up in order the thres questions
you have raised as to the interpretation of
this section.

1. Is adequate notice to all persons to whom
it 13 proposed to issue securities of the hear-
ing on the fairness of thelr issuance neces-
sa;y,lor an exemption under section 3 (a)
(10) )

Although the wording of section 3 (a) (10)
does not demand such notice, In my opinion
this requirement 15 to be implied from the

necossity for a “hearing * * * at which
all persons to whom it-1s proposed to issue
srcurities * * ¢ ghall have the right to
appear”, To give substance to this express
requirement, eome adequate form of notice

seems necessary, The usual practice of glv-
ing: notice to persons who will recelve securi«
ties in reorganizations, mergers and consoli-
dations supports this view. Of course, the
question of what mode of notice is adequate
cannot be answered in the abstract but may
vary with the facts and circumstances in
each case,

2, Is n grant of express nuthorization of
law to a state governmental authority to ap-
prove the falrness of the terms and conditions
of the issuance and exchange of stcurities
necessary for an exemption under section 3
(a) (10), or Is express suthorization merely
to approve the terms and conditions suffi-
clent?

The punctuation and grammatical con-
struction of the last clauge of section 3 (a)
(10) indicate that the words “expressly au-
thorized * * * Dby law"” were not intended
to modify “courts or cfficlals or agencles of
the United States”. In my opinion s State
governmental authority (with the possible
exception of a banking or insurance coms=-
mission) must possess express authority of
law to approve the falrness of the terms and
conditions of the Issuance and exchange of
the securities in question. This Interpreta-
tion seems necessary to give meaning to the
express requirement of a hearing upon the
falrness of such terms and conditions, which
must subsume gutharity in the supervisory
body to pass upon the fairness from the
standpoint of the investor, as well as the
issuer and consumer, and to disapprove terms
and conditions because unfair either to those
who are to receive the securities or to other
security holders of the issuer, or to the pub-
le, This requirement seems the more ese
gential In that the whole justification for the
exemption afforded by section 3 (a) (10) is
that the examination and approval by the
body in question of the fairness of the issue
in question is a substitute for the protection
afforded to the investor by the information
which would otherwize be made avallable to

/ him through registration. The requisite ex-

press authorization of law to approve the
falrness of such terms and conditions, how-
ever, probably need not necessarily be in
haec verba but, to give effect to the words
“express” and “by law", must be granted
clearly and explicitly,

3. Does a hearing by an authority ex-

ressly authorized by law to hold such a

aring satisfy the requirement of o hear-
ing In section 3 (a) (10), if the state law
does not require a hearing?

I believe that, as a corollary to the view
expressad in my answer to the second ques-
tion, supre, and in order that o hearing have
legal sanction, the approving suthority must
be expressly authorized by law to hold the
hearing: but in my &pinion It s unnccessary
that the hearing be mandatory under appli-
cable state law., Therefore, if state law ex-
pressly authorizes the approving authority
to hold a hearing on the fairpess of the terms
and conditions of the issuance and exchange
of sccurities, and such a hearing is In fact
held, this requirement of section 3 (a) (10)
is satisfied, As stated before, the express au-
thority need not be in any particular Iane
guagoe, but a clear and explicit grant of statu-
tory power is essential,

You will appreciate that the General
Counsel’s office cannot attempt to interpret
the relevant statutes of each state to find
whether they grant state suthorities the
powers nec to satisfy the requirements
of section 3 (a) (10). Obviously, these are
questions of local law and must be for the
determination of local attorneys. For these
reasons, I am not in a position to render any
oplnion as to whether specific legislation
grants 1o a state authority the powers nec-
cssary for an exemption under section 3 (a)
(10).

[Securitieg Act Relesse No. 312, March
15, 1935]
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§231.401 Tetter o/ General Counsel
discussing the availability of an exemp-
}vam Jrom registration to Collateral Trust

otes.

Bection 3 (a) (3) of the Securities Act of
1833 exempts from the registration require-
ments of the Act “Any note, draft, bill of
exchange, or banker's acceptance which
erises cut of a current transaction or the
proceeds of which have been or are to be
used for current transactions, and which
has & maturity at the time of lssuance of not
exceeding nine months, exciusive of days of
grace, or any renewal thereof the maturity
of which is lkewise Hmited".,

The question of what is a “current trans-
aotion" is one which must be considered in
the light of the particular facts and busi-
ness practices surrounding individual cases.
In gencral, It would seem that the proceeds
of notes having o maturity of not more than
nine months, of the type normally issued
by finance companies, may be regarded as
used for current transactions if the follow-
ing conditions are satisfied:

1. The lssuer of the notes for which ex-
emption is claimed is In the business of mak-
ing loans on or purchasing notes, instalment
contracts, or other evidences of indebtedness,

2. The proceeds cf the notes for which ex-
emption 15 clalmed are used for current
trangactions, which may properly include
cither (n) the making of loans upon or the
purchasing of such notes, instalment con-
tracts, or other evidences of indebtedness in
the usual course of business, or (b) the pay-
ment of outstanding notes exempt under
section 3 (a) (3).

[Securities Act Release No. 401, June 18,
1935]

§231464 Letter of General Counsel
discussing distribution by statistical serv-
ices of bulleting of and circulars describ-
ing seccurities for which registration
statements have been filed.

I understand that certailn bulletins com-
piled by your company include in summar=
ized form information concerning particu-
lar securities, 'This Information Is taken
from your files and from the registration
statements and prospectuses filed in respect
of such securities under the Securities Act
of 1938. Although these bulletins consist
primarily of statements of facts they also
contain your ratings of the-securities Ine
volved, togsther with expressions of your
opinion ss to their investment value, It is
proposed that these bulletins be circulated
by your company to its subscribers and cll-
ents prior to the effective date of the regis-
tration statements for the securities which
they describe, but subsequent to the filing
of such statemoents., It Is my further under-
standing that your subscribers may purchase
these bulletins In any quantity desired. You
inquire s to the effect of the Securities Act
of 1933, as amended, upon the circulation
of a preliminary bulletin by your company
prior to the effective date of the registration
statement covering the security described
therein, and ns to the legality of the use of
the bulletin by your subscribers both prior
and subsequent to registration becoming
cllective,

It is my understanding that your com-
pany recelves no consideration, either direct-
1y or iIndirectly, from any ifsuer, underwriter
or dealer, for describing the securities in your
bulletins, and is in no way interested in the
sale of the deseribed securities. Accordingly,
it seems clear that the clrculation by you
of these bulletins, even though effected
through the use of the malls or Instrumen-
talities of interstate commoerce, prior to the
effective date of & registration statement




10954

the described security, does not con-
stitute a violation of the Securities Act of
1933, a8 amended. It seems equally clear
that the circulation by you of such bulletins
would not be affected by section 17 (b) of
the act, since that section ia applicable only
if the person circulating such literature de-
scribes the security In question for a consid-
eration received from an issuer, underwriter
or dealer.

With respect to the use which undorwriters
or dealers (Including banks) may make of
such bulleting, I call your attention to Re-
lease No. 70 of the Federsl Trade Commission,
(17 CFR, 231.70) dsated November 6, 1833,
which reads in part as follows:

In response to inquiries concerning how
far an underwriter may go in discussing and
andvertising a proposed new offering of securi-
ties prior to the effective date of a registra-
tion statement filed under the Securities Act,
the Federal Trade Commission today makes
public the following letter transmitted to an
inquirer: * * ¢

You ask further, however, whether circu-
lars, describing a security In the method in
which a prospectus conforming to Section 10
deacribes s security but clearly and unmis-
takably marked to indicate that they are In-
formative only, negativing without equivoca-
tion either implledly or expressly an intent to
solicit offors to buy or to make an offer to
sell, can be circulated with impunity during
the waiting period by an Issuer or an under-
writer. You assume, as I assume, that both
the letter and the spirit of these markings
are strictly adhered to. Such conduct seems
not only allowable but one that carries out
the general purposes of the Act, Prospective
¢+ purchasers, whether they be dealers or the
general publie, should during this waiting
period be educated up to the nature of an
issue, which it is expected that they will
shortly be asked to buy, always reminding
them that no determination to buy is re-
quested of thom until the expiration of the
walting perlod.

Such a procedure hardly needs any expres-
slon from this Division to Indicate that it Is
permissible under the Act. The House Re-
port expressly states, pp. 12-13:

*“The biH, apart from section 16 (b) [now
section 17 (b)] s not concerned with com-
munications which merely describe a szcur-
ity. It is, therefore, possible for underwriters
who wish to inform a selling group or dealers
generally of the nature of a security that will
be offered for sale after the effective date of
the registration statement, to circulate
among them full Information respecting such
n sccurity. This could easlly and effectively
be done hy clreulating the offering circular
itzelf, If clearly marked In such o manner as
to Indicate that no offers to buy should be
sent or would be accepted until the effective
date of the registration statement,”

I concur fully with the opinion expressed
by the Federal Trade Commission in Release
No. 70, and belleve that the principles which
are embodied therein are determinative in
considering the use which may be made of
your bulleting by those of your subscribers
who are underwriters or dealers. Although
that opinion woas primarily concerned with
the circuiation of information by under-
writers to dealers, the views therein expressed
seem equaily applicable to any Information
based on the registration statement filed with
the Commission, even though furnished by
issuers, underwriters, or dealers to potential
Investors since the legality of the submission
of preliminary information under section 5
is dependent upon whether or not it is used
in connection with, or It {tself constitutes, an
“offer to gell," as that term is defined in the
Act, Consequently, it is immaterial whether
the bulletin is sent to dealers or potential
investors, However, as {s painted out in the
Release, the making of any attempts to dis-
pose of a security or to sollcit offers to buy a
security, fall within the prohibition of sec-
tmsumcmuym:mtmty-du

period preceding the efféctive date of regis-
tration, as well as prior to the fAling of tho
registration statement. Accordingly, any
circulation by underwriters or dealers of a
bulletin descriptive of a particular security,
which Is In furtherance of an offering of
such sccurity for sale prior to the effective
date of registration, or of a sollcitation dur-
ing that period of an offer to buy the se-
curity, would fall within the prohibitions
of section 5 of the Act.

On the other hand, even though your sub-
rcribers transmit these bulletins to their
clientele through the malls or interstate
commerce, such transmittal is not a vidla-
tion of the Act If the subscriber does not
in fact use the bulletins ns seliing lterature,
Whether or not & subscriber s using a bulle-
tin as selling literature is, of course, & ques-
tion of fact in each case as to which no gen-
eralization can be made. The intent with
which the bulletins are used, os determined
from all suwrrounding circumstances, would
control the legality of circulation thereof by
underwriters or dealers,

If an underwriter or dealer were to supple-
ment a bulletin with seiling literature or
with & recommendation to the recipient as
to the desirabllity of , Or were to
attempt to obtain from the reciplent some
indication of Interest however tentative, In
purchasing the described security, such ac-
tion, in my opinion, would almost conclu-
sively establish that the bulletin was being
used in an attempt to dispose of or to solicit
an order for the purchase of the security.

In this connection I call your attention
to the problem created by the Insertion in
the bulleting of your ratings of the described
recurities and of your opinion as to their
Investment value. As has been pointed out
above, an underwriter or dealer who circu-
Istes with a bulletin or other purely de-
scriptive matter his recommendation as to
the desirability of the investtr's purchase
aof the security would In all probability be
held to have offered the sscurity for sale.
In my opinlon, the insertion of such material
by the statistical service creates a substan-
tinl risk that underwriters or dealers, In
circulating the bulletins, would, where such
opinion maferial is favorable, be held to have
violated the Act through thelr participation
in a recommendation of the security for
purchase.

The legality of the circulation of a bulle-
tin subsequent to the effective date of regis-
tration would be governed by those provisions
of the Act which forbid the transmission
through the mails or interstate commerce of
selling literature unless such terature 1s o
prospectus meeting the requirements of the
Act or iIs accompanied or has been preceded
by such a prospectus. Whether a bulletin
constitutes seliing literature would, as bhas
been pointed out above, depend in large
measure on the use to which it is put. If it
were used by underwriters or dealers as sell-
ing literature, its circulation would be lawful
only if it were accompanied or preceded by
A copy of a prospectus meeting the require-
meénts of the Act. :

The General Counsel of the Commis-
sion supplemented his opinion with a
suggestion that, in order to prevent any
unwitting misuse by underwriters or
dealers of bulletins such as those under
consideration, it would be advisable to
print on all bulletins a statement calling
the attention of dealers to the éffect of
pertinent sections of the Securities Act.
A statement such as the following was
suggested:

Attention of underwriters and dealers is
called to the fact that no attempt or offer w
dispose of this security, or to solicit an offer
to buy this gecurity, may lawfully be made
through the use of any agency of interstate
commerce, or of the malls, untll a registra-
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tion statement covering this security has
become effective.

In comnection with any such attempt or
offer to dispose of this security, or to solicit
an offer to buy this security, even though
made after registration is effective, this bul-
letin may lawfully be used by underwriters or
dealers anly if accompanied or preceded by a
prospectus meeting the requirements of the
Feoderal Securities Act. -

[Securities Act Release No. 464, August
19, 1935]

§ 231,493 The context of certain in-
structions to the use of Form E-1 (17
CFR, 239.8) jor registration statements
relating to the necessity of registration
of securities involved in a consolidation,
merger or reorganization.

Rules as to the wse of Form E-1 (17 CFR,
230.8) 1. Subject to the provisions of Rule 6
below, Form E-1 (1% , 239.8) 15 to be
used to register securities (including con-
tracts of guaranty but excepting voting trust
certificates, certificates of deposit, and certifi-
cates of Interest ar shares in u
investment trusts of the fixed or restricted
management type not having & board of di-
rectors or a board of persons performing sim-
{lar functions, but having a depositor or
sponsor) sold or modified in the course of a
reorganization, as defined in Rule § below,

2. A separate registration statement shall
be filed by each separate ssuer, whether it be
& primary ssuer or & guarantor,

3. A registration statement for securities
requiring registration on Form E-1 shall be
effective before thelr “sale” by the {ssucr
thereof or an underwriter or dealer.

A “sale” of such securities by the issuer
thereof 1s Invalved In the submission of o
plan or agreement for reorganlzation:

(a) When a opportunity to gssent to or to
dissent or withdraw from a plan or agreemeont
for reorganization s given on such terms
that a person so assenting or falling to dissent
or withdraw within a limited time will be
bound, so far as he personally is concerned,
to accept such securities, unless at the samo
time he retains or Is given a right subse-
quently to withdraw which is conditioned, if
at all, only upon his payment of not mare
than his proportionate part of the expenses
of reorganization, and
* (b) If the plan or agreement referred to
is submitted by, or with the authority of,
the lssuer of such securities.

A registration statement for such securities
shalil, therefore, be effective before such “sale™
is madoe.

If the condition stated under (b) in the
preceding paragtaph is absent, either because
the proposed issuor is not in existence or for
any other reason, no registration of such
securities is then , in view of the
provisions of the first clause of section 4 (1)
of the Act. A registration statement for such
securities shall be In offect in any event, how-
ever, before their “sale” (Including thelr issus
or modification) by thelr issuer or an under-
writer or dealer,

4. Since the “sale” of securities registered
on this form may be made under circum-
stances different from those subsequently
existing. at the date of commencement of
thelr dellvery to the ultimate holders thereof,
1t 1s required, as a condition to the continued
effectiveness of a statement on this form after
the latter date, that:

(1) Any document which 1s required as an
exhibit and which becomea effective or which
is put Into final formy subsequent to the
effective date of the registration statement
and prior to thée commencement of the de-
livery of the sccurities to the ultimate hold-
ers thereof, and

(2) Any amendment to a document which
fs required under Exhibit A or D and which
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becomes effective in such period, shall be filed
25 an amendment to the registration state-
ment,

6. As used In these rules and the accom-
panying instructions: 4

(1) The term *“reorganization™ iIncludes
any transaction involving:

(a) A readjustment by modification of the
terms of securities by agreement; or

(b) A readjustment by the exchange of
securities by the issuer thereof for others of
its securities; or

(¢) The exchange of securities by the {ssuer
thercof for securities of another issuer; or

(d) The acquisition of pasets of a person,
directly or indirectly, partly or wholly, in
conslderation of securities distributed or to
be distributed as part of the same transaction
directly or indirectly to holders of securities
issued by such person or secured by assets of
such person; * or

(e) A merger or consolidation!

(2) The term “sale” has the meaning given
fn Section 2 (8) of the' Act: “Any contract
of sale or disposition of, attempt or offer to
dispose of, or solicitation of an aoffer to buy."”

(3) The term “security holder" includes a
person holding a certificate issued agalnst
the deposit of the security referred to, whether
or not be is entitied to return of the security
upon surrender of the certificate,

Norz: The Commission deems no sales to
stockholders of & corporstion to be in-
volved, within the meaning of the definition
quoted In.Rule 5 (2), where, pursuant fo
statutory provisions or provisions contained
in the certificate of incorporation, there is
submitted to the vote of such stockholders a
proposal for the transfer of assets of such
corporation to another person in considera-
tion of the Issuance of securities of such
other person, or & plan or agreement for a
statutory merger or consolidation, provided
the vote of a required favorable msjority:

(a) WIll operate, so far as the corporation
the stockholders of which are voting is con-
cerned, to authorize the transfer or to effectu-
ste the merger or consolidation (except for
the taking of action by the directors of the

tions involved and for compliance
with such statutory provisions as the filing
of such plan or agreement with the appro-
priate state authorities), and

(b) Wil bind all stockholders of such core
poration, except to the extent that dissent-
ing stockholders may, under statutory provi-
slons or provisions contained in the certifi-
cate of incorporation, be entitled to receive
the appralsed or fair value of their holdings,

The Commission deems It immaterial in
these circumstances whether the person the
securities of which are to be issued is In ex-
istence or not; whether, If such person in
existence, the plan, sgreement or proposal is
submitted by or with Iits authority; or
whether, In the case of transfer of nssets,
such securities are to he issued to stockhold-
ers directly, or are to be distributed to them
as a liquidating dividend or otherwise.

When, in sccordance with this Note, sube
mission of a plan, agreement, or proposal to
the vote of stockholders {nvolves no sale to
them, the Commission deems no sales to be
involved In the delivery of securities to such
stockholders, '

Accordingly, neither the submission to the
vote of stockholders of a plan, agreement or
propesal of the character specified in this
Note, nor the delivery of securities thereun-
der to such stockholders, requires the regis-
tration of such securities or the dellvery of
& prospectus meeting the requirements of
section 10 of the Act.,

6. (a) If, In the course of & reorganization
involving no sales of securities to stockhold-

! Although a “reorganization™ is involved
in & given situation, conslderation should be
given to the Note following Rule 6 (3) In
d whether it Is necessary to

ter securities {ssuable to existing stockholders
in connection with such reorganization,

No. 189—T7

ers os such (see Note above under Rule 5),
other securities requiring registration are is-
sued (as, for example, securities issued to a
transfer| corporation which are to be dis-
tributed by it for cash), such other securi-
ties may be registered on the form which
would be appropriate If only such other secu-
rities were being Issued.

(b) In accordance with Special Rule 1 as
to the use of Form A-2 (17 CFR, 239.2) for
Corporations, Form A-2 (17 CFR, 235.2) may
be used in lieu of Form E-1 (17 CFR, 2308)
under the circumstances there described,
notwithstanding the provisions of Rules 1
and 5 (1) above,

(¢) In the case of any guarantee of, or as-
sumption of liabllity on, securities heretofore
registered on Form D-2, registration of such
guaranty or sssumption of liabllity may, at
the option of the issuer, be effected on Form
D-2 or Form E-1 (17 CFR, 239.8)

This amendment shall become effective
Eeptember 19, 1935,

(Securities Act Release No, 493, Septem-
ber 20, 1935]

§ 231538 Letter of General Counsel
discussing the availability of an exemp-
tion from registration for the issuance
of securities under deposit agreements
where solicitations under the agreements
were begun prior to the effective date of
the registration requirements of the Se-
curities Act.

My attention has been directed to a type
of deposit agreement under which mort-
gage bonds or other securities have been
deposited, which agreement authorizes the
Committee appointed thereunder, in its dis-
cretion, to cause title to the mortgaged
property to be vésted In & trustes, or trus-
tees, or In A corporstion. Under such type
of deposit sgreement the Committee is fur-
ther nuthorized, In its discretion, to cause
the issuance and delivery to holders of cer=
tificates of deposit, of certificates of Inter-
est In, or other securities of, the trust, or
certificates for shares of stock or other se«
curities of the corporation, in which the
title to the property becomes vested. The
scope of the Committee's discretion is such
that the transfor of title to the property and
the lssuance and.delivery of the securities
referred to above may be effected by the
Caommittee without further authorization on
the part of the holders of certificates of de-
posit, and without affording such holders
an opportunity to withdraw déposited
securities.

It is understood that the solicitation of
the deposit of bonds or other securities un-
der such type of deposit agreement was coms
menced prior to July 27, 1633, and has been
continued subsequent to that date in such
manner as not to constitute a new offering
of certificates of deposit, and that the trust
or corporation which is to isstue the new so-
curities has been or is to be formed at the
direction of the Committes acting pursu<
ant to authority conferred by the deposit
agreement,

The cffect of section 3 (a) (1) of the Se-
curities Act of 1033, as amoended, 15 to exempt
from the registration requirements of the
Act any security which, prior to July 27, 1933,
wis bona fide offered to the public, except
that such exemption does not apply to any
new offering of such security by an issuer
or underwriter occwrring on or after that
date. The certificates of deposit fssued
under such type of deposit agreement, even
though Issued dnd dellvered on or after
July 27, 1933, are, under the clrcumstances
outlined above, exempt from registration,
since the offering of such securities was
initiated by the issuer thercof prior to July
27, 1833. The further question is presented
as to whether the securities ultimately de-
liverable to the holders of certificates of de-
posit after the transfer of title contemplated
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by the deposit agreement are exempt from

jon. There may be some question
whether there is any offering of such securi-
ties for sale. But it seems clear that such
offering as may have been made was made
prior to July 27, 1033, since the issuance of
such securities was contemplated at the time
of the solicitation of deposits, and, under
the provisions of the deposit agreement, was
authorized without further submission to
holders of certificates of deposit of the terms
and conditions under which the transfer cf
title was to be cffected and the new securi-
ties issued. Such securities therefore seem
likewlse exempt from the registration re-
quirements of the Act,

As has been pointed out above, the cer-
tificates of deposit and the new sscurities
are exempt only if there has been no “new
offering™ thereaf on or after July 27, 1833.
What constitutes a “new offering” is a ques-
tion of fact necessitating in each instance
consideration of all of the surrounding cir-
cumstances, However, it seems that at least
the following factors should be taken into
account in determining whether a “new of-
foring” is Involved. If the deposit agree-
ment specified a date beyond which deposits
were not to be accepted, any amendment of
the agreement, after July 27, 1833, extend-
ing such.date, would seem to Involve & new
offering. If, howeyer, there was no time limit
originally specified In the deposit agreement,
or if the time limit originally specified has
not yet expired, and if deposits have been
continuously acceptable, it would seem
equally clear that no “new offering” has been
involved.

[Securities Act Release No, 538, October

*26, 1935]

§ 231,603 Letter of General Counsel
discussing the availability of the exemp-
tion from registration of the second
clause of section 4 (1) where a dealer
resells to the public without registration
a block of securities bought from an ini-
tial purchaser who had acquired the se-
curities in connection with a so-called
“private” offering.

I call your attention to my opinlon set
out in the next to the last paragraph of
Release No. 205, which states in substance
that the answer to your question depends
upon whether the Initial purchaser aoquired
the securities with a view to distribution, and
further points cut that if his acquisition was
with such intent, he would be an under-
writer, so that In general sales by dealers
of securities bought from him would not be
exempt from registration.

You will appreciate that the intent of the
initial purchaser at the time of acquisition
is a question of fact upon which you must
satisfy yourself, and upon which I can ex-
press no opinion.

I wish to make clear, however, that I do
not believe the fact that the initial pur-
chaser has stated that his original purchase
was for investment and not for resale s
necessarily conclusive on this question., In

" my opinion there should be considered such

other factors as: (1) the relation between
the 1ssuer and the initial purchaser; (2) the
business of the Iatter, as for example, wheth-
er such purchaser is an underwriter or dealer
in securities, and, if not, whether the pur-
chase of such a block of securitics for in-
vestment is consistent with Its general oper-
ations; and (3) the length of time elspsing
between the acquisition of the securitiea by
the initial purchaser and the date of thelr
proposed resale,

Of course, if the securitics in question were
in fact purchased by the Initial purchaser for
investment rather than for resale, dealers’
sales thereof to the public would not neces-
sitate registration under the Securities Act,

In conclusion, I feel that I should point
out that even though a dealer is satisfied that
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A particular hlock of unregistered securities
was bought by an initial purchaser for in-
vestment, he nevertheless takes the risk that,
1f his determination is incorrect, saies by him
of such securities will be in violation of the
registration requirements of the Act,

[Securities Act Release No. 603, Decem-
ber 16, 19351

§ 231,646 Letters of General Counsel
discussing the application of section 3
(@) (9, The General Counsel’s opinion
indicating the inapplicability of section
3 () (9 to other than bona fide ex-
changes of securities, which was given in
answer to a query concerning a proposed
exchange of bonds with three notehold-
ers, Is as follows:

Section 3 (a) (D) exempts: Any security
exchanged by the Issuer with its existing
security holders exclusively where no coms-
mission or other remuneration is pald or
given directly or indirectly for soliciting such
exchenge,

I assume that no commission or other re-
muneration will be paid in connection with
this exchange, .and that the bonds will be
issued only to the above-mentioned note-
holders In exchange for the notes of the cor-
poration. In such csse, on the further as-
sumption that none of the bondholders is
or will be in control of your company, it
seems to me lkely that registration of the
bonds in question will be unnecessary, How-
ever, I feel that I should point out possible
Iimitations which I believe are inherent In
section 8 (a) (8), and which might operate
to prevent the applicability of the exemption
of that section despite formal compliance
with its conditions,

I belleye section 3 (a) (9) Is applicable
only to exchanges which are bona fide, in
the serse that they are not effected merely
o8 B &tep In n plan to evade the reglstration
requirements of the Act. For example, Cor-
poration A, us part of such a plan, might issue
n large block of its securities to Corporation
B, and might then lssue new securities to
Corporation B in exchange for the first-issued
securities, with the understanding that such
new securities are to be offered to the public
by Carporation B. In my opinion. the mere
fact that the exchange in such case might
comply with the literal conditions of section
3 (a) (9) would not avail to defeat the ne-
cesaity for registration of the securities lssued
in such exchange. Of. Gregory v. Helvering,
293 U. 8, 465,

In determiniug whether a particular ex-
change had been effected merely as a step
in o plan to evade the registration require-
ments of the Act, I belleve that a court would
take into account various factors such ns
the length of time during which the seourities
received by the fsauer were outstanding prior
to their surrender in exchange, the number
of holders of the securities originally oute
standing, the marketability of such securi-
ties, and also the question whether the ex-
change is one which was dictated by finan-
cial considerations of the Issuer and not pri-
marily in order to enable one or a few security
haolders to distribute thetr holdings to the
public. In any event, I call your attention
to the fact that In the case of Borland v,
Federal Electric Company, now pending in
the Federal District Court for the Northern
District of Illinols, the question has been
presented under the Federal Declaratory
Judgment Act, as to the application of sec-
tion 3 (a) (9) to a situation similar to the
one which you describe, In view of this
proceeding, I belleve that it would be ine
advizable for me to express any opinion other
than that indicated above.

The second opinion of the Ceneral
Counsel was in reply to an inquiry
whether securities previously received by
& controlling stockholder in & bona fide

\

exchange except under section 3 (a) (9)
should be registered before being offered
to the public through an underwriter,
;I'be relevant portion of the opinion fol-
oOWS:

In order to make clear my poaition on this
question, I must briefly review the legisiative
histories of the present sectlon 3 (a) (®)
and of section 2 (11) of the Securities Act
of 1033,

The last sentence of section 2 (11) reads
os follows: “As used in this paragraph the
term ‘issuer' shall include, In gsddition to
an issuer, any person directly or indirectly
controlling or controlied by the Issuer, or
nny person under direct or indirect common
control with the issuer."

This sentence, by defining an underwriter
to inciude o person purchasing from one in
A control relation with the lasuer, makes the
exemption afforded by section 4 (1) inappli-
cable to transactions by such a person and
thus necessitates registration before distri-
bution to the public of securities acquired
from & person in a control relation, The
report of the House Committee, which con-
sidered the identical language in the bill
then before the Committee (H. R, 5480),
leaves no doubt sy to the reason for this
requirement:

“The last sentence of this definition, defin-
ing ‘issuer’ to include not only the issuer
but also afiiliates or subsidiaries of the issuer
and persons controlling the issuer, has two
functions . . . Its second function is to bring
within the provisions of the bill redistribu-
tion whether of outstanding issues or issues
rold subsequently to the enactment of the
bill. All the outatanding stock of a particu-
lar corporation may be owned by one indi-
vidual or a select group of individuals. At
some future date they may wish fo dispose
of thelr holdings and to make an offer of this
stock to the public, Such a public offering
may possess all the dangers attendant upon
0 new offering of securities. Wherever such
a redistribution reaches significant propor-
tions, the distributor would be In a position
of controlling the jssuer and thus sble to
furnizh the information demanded by the

bill. This being so0, the distributor is treated

as equivalent to the ariginal issuer and, if
he secks to dispose of the issue through a
public offering, he becomes subject to the
act.” H. R. 85, 73d Cong., 15t Sess,, pp. 18~14.

Section 2 (11) thus gives expression to the
clear Intent of Congress to subject to the
registration requirements of the Act any
redistribution of securities purchased from
persons in & control relation with the issuer,

Turning to the present section 3 (a) (9),
I call your attention to the fact that, al-
though this Section In terms excepts securi-
ties Issued in certain transactions of ex-
change, its predecessor, section 4 (3) ex-
empted only such transactions of exchange.
Consequently, before the 1924 amendments,
distribution by a controlling through
an underwriter of stock previously issued
in a transection exempt under form Sectlion
4 (3), was subject to the registration re-
quirements. The reasons for the relevant
amendment therefore become Important.

The question early arcee whether dealers'
transactions In securities exchanged In n
section 4 (3) transaction were exempt from
the registration requirements of the Securl-
ties Act, Sectlon & (1) specifically excepts
from the dealers' exemption: “transactions
within one year after the first date upon
which a sécurity was bona fide offered to the
public™;

bt in order to effectuate the evident purpose
of the gct, the Federal Trade Commlission
took the position that dealers’ transactions
in securities originally issued in a transattion
exempt under section 4 (3) were exempt,
even though such dealers’ transactions were
effectecd within a year of the first offering of
such securities, ¢

. ‘nu - - .
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That the purpase of the amendment
changing section 4 (3) to sections 3 (a) (9)
and 3 (n) (10) wos to incorporate In the act
this opinion of the Commission nppears from
the statement of the report of the Conference
Committee which considered these amend-
ments,

“The amendments ndding new sections 3
(a) (0),8 (a) (10), and 8 (&) (11) are based
upon sections 4 (3) and 5 (¢) of the orlginal
nct, which are proposed to be repealed, By
placing these exemptions under section 3 It
is made clear that securities entitled to ex-
emption on original ssuance retain their
exemption; if the lssuer is not obliged to
register in order to make the original distri-
bution, dealers within a year are subject to
no restriction against dealing in the securi-
ties. The result Is in line with the Comumis-
slon’s Interpretation of the act as It stood
before, but the amendmient removes all doubt
&S to its correctness.” H. R. 1838, 73d Cong.,
2d Sess,, p. 40,

This Janguage clearly evidences that the
congressional intent was merely to offer a
more adequate statutory basis for the Com-
mission's previous interpretation, and not to
alter the fundamental requirement of fec-
tion 2 (11).

Moreover, the fact that the securitles in
question fall within Section 3 (a) does not
necessarily preclude consideration of the
necessity of thelr registration before certain
transactions therein can be effected. Sec-
tions 3 (a) (2) to 3 (a) (8) Inclusive describe
classes of securities which wre of such an
Intrinsic nature that it is evident that Con-
gress felt that, regardless of the character of
the transaction in which they have been or
are to be lssued or publicly offered, thelr
registration was not necessary for the protec-
tion of investors. On the other hand, your
letter calls attention to the fact that Section
3 (8) (1), the exemption of which 15 predi-
cated upon the time of issuance or effering of
securities, regardless of their intrinsic nature,
excepts from this exemption *“new offer-
by underwriters”, As your
letter further states, the basis of the eéxemp-
tion of section 3 (a) (9) is only “the clrcum--
stances surrounding the * * * lssue”,
This view of section 3 (a) (9) is further
borne out by the report of the Committce
which considered the predecessor section 4
(8). H, R. 162, 73d Cong,, 1st Sess., p. 25.
The anology seems to me compelling; thee
Is nothing in the Intrinsic nature of securl-
ties falling within section 8 (a) (1) or sec-
tion 2 (a) (9) which Justifics thelr permanent
exemption from registration, In the lan-
guage of House Report No. 85, quoted supra,
a large public ofering of such securities pos-
seases all the dangers attendant upon & now
offering by thelr issuer.

It seems clear that s construction of soc-
tion 3 (a) (9) as permancntly exempting
securities offered In a transaction falling
within that section, even though such secu-
rities were subsequently newly offered by per-
sons controlling the lssuer, finds no rational
basls, ore, the language of House
Report No. 85, quoted earller in this letter,
definitely Indicates that the amendment
which changed section 4 (8) to section 8
(a) (9) was intended only to clarify the ag-
plication of the registration regquirements to
dealers' transactions, and was not intended
to cut into the fundamental principle em-
bodled in section 2 (11)-—that persons in oon-
trol of an jesuer be treated as the equivalent
of the issuer,

In view of the Congressional purpose in en-
acting the last sentence of Section 2 (11), the
legislative history of the present section 3
() (9), and the lack of any rational basis
for the continuance of the exemption pro-
vided by section 3 (a) (9) to a later offering
of securities by an underwriter, it Is my
opinion that securities recelved in a section

. 3 (8) (9) exchange should be registered be-

fore their public dlstribution through an
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underwriter by a person in control of thelr
issuer,

| Securities Act Release No. 646, February
3, 19361

§231.802 Letter by General Counsel
dicussing the circulation by underwriters
and dealers of summaries of information
contained in registration statements
prior to the effective date of such state-
ments.

It {s my understanding that your firm is
n prospective underwriter of a security for
which a registration statement aiready filed
has not yet become effective under the Se-
curities Act, and that you propose to prepare
a summary of certain information contained
in such statement for circulation among
your clientele prior to the effective date of
the statement, I note that the summary,
which apparently contains no expression of
opinion relative to the securities described,
will contaln a superimposed legend in red
ink stating in substance that the summary
is furnished for informative purposes only
and that it is not to constitute an offer to
sell or a solicitation of an offer to buy the
securities described. A further statement
will be made in the red ink legend across
the face of the summary that orders will
not be considered prior to the effective date,
and will be considered thercafter only if
given by'a persorrwho has previously recoived
o copy of the prospectus. The summary will
nlso contain a statement calling the atten-
tion of underwriters and dealers to the fact
that any use of the summary in connection
with any offering for sale of the described
securities prior to the effective date of the
registration statement will be unlawful, and
that subsequent to tho effective date the
pummary of information may be so used if
accompanied or preceded by the prospectus.

The clientele to whom the summary will
be sent may include other underwriters,
dealers, brokers, corporations, institutional
and individual investors. The summary is
not to be used subsequent to the effective
date of the registration statement unless
sccompanied or preceded by & copy of the
prospectus. You request an expression of
my opinion as to whether the form, content
and proposed use of this summary comply
with the requirements of section 5 of the
Securitles Act of 1933, as amended.

As was pointed out in the opinlon of the
General Counsel set forth in Securities Act
Relense No. 464 (17 CPR, 231464), this and
slmilar summarles of information contained
in a registration statement may, without vio-
Jation of section 5 of the Act, be clirculated
through the malls and In interstate com-
merce prior to the effective Aate of the regis-
tration statement covering the described se-
curities, provided that the summary does
not itself constitute an offer of the securities
deszcribed and is not circulated or used under
such clrcumstances as might in fact involve
its use in connection with any sale of the
described securitles. You will appreciate, of
course, that, pursuant to section 2 (3) of the
Act, any solicitation of any offer to buy, and
any attempt to dispose of, a sccurity, are,
for purposes of the Securities Act, included
within the definition of the term “sale”. As
15 Indicated in Release No, 464, it 1= a question
of fact in each case whether or not any such
summary is belng utiiized in an attempt to
sell ¢~ to offer for sale the security described.
The factors which would be of weight In
determining whether or not the use of an
informative summary involves a sale are dis-
cugsed in considerable detall in that release,
and I cannot give any general opinlon as to
whether the use which may be made by
brokers, salesmen, dealers, ete,, of the sum-
maries to be prepared by your company, will
involve a violation of section 5, Where, how-
ever, the summary is In fact not used in
connection with any “sale” of the described
securlties, within the meaning of that term

a8 defined In the Act, its tranamittal through
the malls or in interstate commerce would
not involve a violation of the Act.

You will appreciate that I cannot under-
take to examine and make the necessary
analysis of all summaries of information
which may be circulated by underwriters or
other persons Interested in the eventual sale
of the securities. I may, however, sry that
if a summary contains no recommendation or
opinion as to the merits of the security, is a
falr summbrization of the sallent informa-
tion contained in the registration statement,
and does not stress or in any way emphasize
the favorable ns against the unfavorable as-
pects of such security, and if the use of such
A summary s in form and substance confined
within the limits indicated above and more
fully et forth In Release 464 (17 CFR, 231.-
464), it Is my opinion that such s summary
may be circulated in the manner which you
suggest, Of course, any <uch empharis of
favorable factors or any recommendation or
expression of opinlon as to the merits of the
security would characterize the summary as
an attempt to dispose of the security, and
thersfore, as an offering of the security for
sale, within the meaning of the Act. In
this connection, I must again refer to the
opinion axpressed In Release No, 464 (17 CFR,
231.464), which contains a more complete
analysis of this problem and to which the
views herein expressed are subject.

I shculd be very glad to receive from you a
final copy of any summary of the character
considered in this letter.

[Securities Act Release No. 802, May 23,
1936)

§231.828 Letter of General Counsel
discussing the application of section §
(b) (2) where a purchaser has received
a copy of a prospectus from a source
other than the seller.

It is my opinion that the words, “preceded
by a prospectus”, in section 6 (b) (2) of the
Securities Act of 1033, as amended, do not
require that the prescribed prospectus must
have been sent by the same person who
causes the securities to be sent through the
malls for the purpose of sale, or for delivery
after sale. Such would, of course,
take the risk of the lack of prior transmittal
of a praspectus, but, assuming that the pur-
chaser had, in fact, received a copy thercof,
it would not be necessary for the seller of
the security to transmit additional coples
Of such prospectus at the time of transmittal
of the security.

The above opinion, of course, relates only
1o the requirements of section § (b) (2) and
not to sectlon 5 (b) (1). It should be noted
that the latter section provides that any
prospectus which is sent through the masils
or In Interstate commerce must comply with
the requirements of Section 10, and that any
literature offering a security for sale (other
than a notice meeting the requirements of
section 2 (10) (b)) falls within the defini-
tion of “pr us" contained In Section 2
(10), unless the sender thereof or his prin-
cipal has previously sent or given the pro-
spective purchaser a copy of the prescribed
prospectus, Consequently, the receipt by the
prospective purchaser of the prescribed pros-
pectus from another source would not relleve
& person who is subsequently clrculating
selling lterature from the duty of seeing that
such lterature, in accordance with the pro-
vigtons of section 5 (b) (1), meets the re-
quirements of section 10 of the Act.

[Securities Act Release No. 828, June 4,
19361

§ 231,874 Opinion of the Director of
the Division of Forms and Regulations
relating to Rwle 821 (a) (17 CFR,
230.821a).

The rules as to the prospectus for Form
A-2 (17 CFR, 239.2) provide as follows: “The
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information set forth in the prospectus, ex-
copt as to financial statements required to
be furnished, may be expressed In condensed
or summarized form."

The question has been raised as to what
is the effect of this permission to condense
or summarize,

There must be first borne {in mind the fact
that the registration statement is a public
document, cpen to inspection by any person,
and that coples can be obtalned by any in-
terested person at little expense and small
effort. The prospectus, on the other hand,
is designed for general distribution. Plainly,
the prospectus is intended to be n shorter and
briefer document than the registration state-
ment: This is further shown by the fact that,
under authority granted by the Act, whole
items may be omitted from the prospectus.
The prospectus is meant to be an opl

or summary, and, obviously, cannot be as
discursive as the longer registration state-
ment. The rule clearly indicates that the
prospectus is not to contain the same degree
of particularity as the registration statement,

It Is patent, therefore, that condensation
or summarization Involves omission; for it is
not to be assumed that surplusage I8 con-
tained in the registration statement itself.
Indeed, in most places in the registration
statement, answers are required to be stated
briefly. A summarization or condensation
of matter which has already been stated
briefly must, of necessity, invelve a greater
brevity and an increased torseness, which can
be attained only by a reduction in word con-
tent. To repeat, this reduction can be
achiaved only by the omission of material,

As un example of the proper method of
condensing Information for use in the pro-
spectus, there may be cited the case wheroe
Iacts stated in the registration statement are
reducible to n more general statement. In
such case, all that is required in the pro-
spectus is such general statement. In other
words, a serles of related facts may be set
forth in the prospectus In terms of thelr net
result. An Instance of this principle may be
given. Item 45 in Form A-2 (17 CFR, 239.2)
calls for revaluations of property since 1922,
In the registration statement the actual re-
valuations should be set forth, In the pro-
spectus, however, it is not only permissible,
but desirable, if such can be done in the spe-
cific case, to set forth the net result of the
revaluations whic re made. If, for exam-
ple, there have numerous write-ups and
write-downs with a final return to original
cost, 1t would suftice to state in the prospectus
that numerous revaluations had been made
with the net result of finally returning the
property to original cost, If & particular per-
son should desire to obtaln more precise in-
formation, that is, the times, nature, and
amounts of the respective revaluations, he
should consult the registration statement,

[Securities Act Release No. 874, July 2,
1936)

§ 231,029 Letter of General Counsel
discussing the question of whether a sale
of a securily is involved in the payment
of a dividend.

As I understand the situation, the company

proposes to declare s dividend upon its com-
mon stock In the amount of one dollar in

" cash or one-tenth of a share of common stock

for each share of common stock held. Each
stockholder will be entitled to elect whether
to accept the dividend in cash or in stock.
Your letter is silent as to the mechanics
of the declaration and distribution, and as
to the nature of the rights of stockholders
who fall to take aflirmative action o express
their election. In the absence of Informas
tion regarding these !mportant detalls, I can
Answer your question only in & general man-
ner.

Whether or not registration is required in
such a case is of course primarily dependent




10958

upon whether the offering is of such a char-
acter un to constitute it a “sale™, us that term
is defined in section 2 (3) of the Securities
Act. As you are aware, this definition i3 ex-
tremely broad In Its scone, and includes every
“attempt or offer to dispose of ¢ * * g
security * * * for value. The term
“value™ is not defined in the Act, but should
in my opinion be regarded as including not
only such ordinary forms of consideration as
the tmansfer of cash o: property, but also the
walver or surrender of a right ‘or claim.

However, even though under ordinary cir-
cumstances the waiver of a right would in my
opinion constitute “value”, I do not belleve
that that term ghould be regarded as com-
prefhending within {ts meaning the sction of
a stockholder, to whom aiternative rights
have been granted without consideration, {n
electing to exercise one such right, even
though, under the terms of the grant, such
e¢lection will have the effect of causing the
Inpse of the right not exercised. Conse-
quentiy, If a corporation, by simultaneous sc-
tion of its board of directors, declures a
dividend payable st the election of the stock-
holder in ‘cash or in securities, neither the
declaration of the dividend, nor the distri-
bution of securities to stockholders who elect
1o take the dividend in that form, would in
my opinlon constitute a sale within the
meaning of the Securities Act, and no regls-
tration of the securities so distributed would
be required under that Act.

However, according to my understanding
it 1s well settled In general law that upon
the public declaration of a cash dividend out
of surplus, tho holders of the stock In re-
spect of which the dividend is declared ac-
quire immediately the rights of creditors of
the corporstion, and cannot ba divested of
these rifnts by subsequent action of the
bonard of directors, If, therefore, there is de-
clared a cash dividend payable to all stock-
holders, and if the board thereafter deter-
mines to gmnt to stockholders the oppor-
tunity to walve thelr pre-existing and vested
right to payment of the dividend In cash,
and to receive the dividend in the form of
securities, the stockholders electing to tuke
securities would in my opinion be regarded
s giving value for the securities so received,
Under these circumstances I believe that the
securities might well be held to be the sub-
Joct of a sale.

;wua Act Release No. 929, July 29,
)

§ 231.1256 Letter of General Counsel
discussing the solicitation by financial
and security houses of brokerage orders
Jor the purchase of securities prior to the
eflective date of a regisiration statement
Jor such securities:

As 1 understand the situation, In cases
where corporate bonds have been called for
redemption and a registrition statement for
new debentures of the same issuer has been
filed with this Commission but I5 notsyet
effective, certain financial and securities
houses p to circularize holders of the
called bonds with a view to securing orders
for the purchase of the new debantures. The
circulnr letters will contain a notification of
the call of the bonds for redemption and a

suggestion that the securities be presented *

for puyment. They will further advise the
bondholder that a registration. statement for
A new issue of debentures of the same com-
pany, bearing a specified Interest rate, has
been filed with this Commission, and that the
new debentures are expected to be offered for
subscription within n short perfod, and will
profler the services of the clrcularising house
s “buying sgent” to purchuase new deben-
tures to replace the ealled bonds. The pro-
poted communicntidhs will also. state that
these services will be confined to the execu-
tion of .orders solely for the account of cus-
tomers, and that no representations or

recommendstions are made with respect to
the new debentures.

In My opinion, a circular letter of this type
would obviously be a “solicitation of an offer
to buy” the new debentures, and would there-
fore Involve a “sale™ of such debentures with-
in the meaning of the term “sale" ns defined
in section 2 (3) of the Securities Act of 1033,
as amended, Any use of the mails or means of
interstate commerce by a dealer (which term,
as defined In pection 2 (12) of the Act, In-
cludes a broker) in circulating such a lotter
prior to the effective date of the registration
statement covering the new debentures would
consequently be in violation of section 5 (a)
(1) of the Securities Act unless some exomp-
tion from the provisions of that section were
avallable,

In view of the emphasis which the proposed
circular letter places upon the fact that the
nonders thereo! would act only in a brokerage
capacity in executing orders, it is possible
that you belleve an exemption to be available
under section 4 (2), which exempts from the
operation of sectlon 5: “Brokers' trans-
actions, executed upon customers’ orders on
any exchange or in the open or counter mar-
ket, but not the solicitation of such ordera™

The last clnuse of this section clearly ren-
ders the exemption afforded thereby unavaile
able to a solicitation, by means of a letter of
the type above described, of an order to pur-
chase securities. Consequently, unless some
other exemption is applicable, the circultition
of such a letter through the malls or in inter-
state commerce would constitute a violation
af section 6 (a) (1) of the Seourities Act.

[Securities Act Release No. 1256, Febru-
ary 9, 1937]

§ 2311376 Opinion of the Director of
the Division of Forms and Regulations
discussing the definition of parent as
used in various forms under the Secu-
rities Act of 1933 and the Securities Ex-

change Act of 1934,

The term “parent” Iz defined in the In-
struction Book to Form a-2 (17 CFR, 230.21)
a8 “an affiliste controlling the registrant di-
rectly, or indirectly through one or mare
intermediaries,” Several inquiries have been
roade as to whether an individual person may
be a parent within the meaning of this
definition,

These inquirles may be snswered by rofer-
ence to other definitions appearing in the
Instruction Book to Form A-2 (17 CFR,
239.2) and in the Sscurities Act of 1933.

Under the definition of “aMliate” given in
the Instruction Book, the term means “a
person that directly, or indirectly through
one or more Intermodiaries, controls, or is
controlled by, or is under common control
with, the registrant.” In conseguence, any
“person™ controlling the registrant directly
or indirectly is to be regarded as a “parent’
of the registrant.

By the definitlon contained in Soction 2
(2) of the Securities Act of 1038, the term
“person” is defined to incude “an individunl™
as well as carporations and other legal per-
sons. This definition applies to the term
“person” as used in the Instruction Book for
Form A-2 (17 CFR, 239.2), in view of the
provision in the Instruction Book under the
caption “Definitions™ that “all terms used
in these instructions and the Form have the
same meaning as in the Securities Act of
1933, as amended." X

It follows, therefore, that any Individunal
person directly or indirectly controlling the
registrant is a parent of the registrant for the
purposes of any item or instruction in Form
A2 (17 CFR, 4302).

should be noted that the definitions of

“parent” and “amllate” given in Rule 455 -

of the General Rules aind Regulations under
the Securities Act and In the various forms
under that Act and the Securities Exchange
Act of 1034 are identical for the present pur-
pose with the definitions in the Instruction

FEDERAL REGISTER, Friday, September 27, 1946

Book to Form A-2 (17 CFR, 239.2) quoted
herein, Likewise, the definition of “person”
given In section 3 (a) (0) of the Securities
Exchange Act of 1934 is Identical for ths
present purpose with the definition in the
Securities Act of 1933. Accordingly, the
above conclusion, that the term “parent” in-

‘cludes individual persons, applies to ail

other forms and rules adopted under the
Securities Act of 1823 and the Securities Ex-
change Act of 1934, as well as to Form A-2
(17 CFR, 250.2).

[Securities Act Release No, 1376, April 17,
19387)

§ 231,1459 Letter of General Counsel
discussing nature of the exemption from
registration provided by section 3 (a)
uan

This is with reference to your recent letter,
In which you ralse 8 number of gquestions ns

-to the meaning and application of the ex-

emption from registration provided by sec-
tion 2 (a) (11) of the Securities Act of 1933,
as sxmended,

Anzwer 1o your inquiries may, T think, b
fadilitated by briel discussion of the genern!
scope of application of section 3 (a) (11) to
so-called Intra-state offerings of new lssues
of securities, Specificai.y, that section ex-
empts from the registration and prospectus
requirements of the Act: “Any security which
{8 a part of an lssue sald only to persons
resident within s single State or Territory,
where the issuer of such security is & person
resident and doing business within, or, If a
carporation, Incorporated by and doing busi.
ness within, such State ar Territory.”

The legislative history of the Securities
Act clearly shows that this exemption was
designated to apply only to local financing of
such A nature that it may practicably be
consummated In its entirety within the
single state In which the issuer Is bhoth in-
corporeted and doing business. Apcordingly
this exemption, formerly contalned in pec-
ton 5 (¢) of the Securities Act and pow re-
enacted In section 3 (a) (11) of the Act, us
nmended, {2 50 worded a3 to be avallable only
to a security “which Is a part of an issue
sold only. to persons resident within" the
state In question, In any consideration of
the exemption it is essential to appreciate
that its application is thus expressly limited
to cases In which the entire issue of securities
Is gffered and xold exciusively to residents of
the state In question.

Moreover, since the exemption s designed
to cover only those security distributions,
which, as a whole, are essentiaily local In
character, 1t 15 clear that the phrase “sold
only to persons resident” as used in section
8 (a) {11) cannot refer merely 1o the initisl
sales by tho lssuing corporation to its under-
writers, or even the subsequent re-sales by
the underwriters to distributing dealers. To
give effect to the fundamental purpose of
the exemption it is necessary to tnke the
view expressed by the Federal Trade Commis-
sion during its administration of the Sccu-
rities Act, that if the e is to be
avallable “it is clearly required that the se-
curities at the time of completion of ulti-
mete disteibution shall be found only in the
hands of Investors restdent within the state”
(Securitles Act Release No, 201 (17 OFR, 281,
201)). This position was adhered to by the
Sscurities and  Exchange Commisston In its
decision In the Brooklyn Manhattan Transit
Corporation case, 1 S, E. C. 147 (1835), that
&n issue of $8,000,000 principal amount of
bonds epproximately 15% of which, during
the course of their distribution, were offercd
and sold to persons. resident outside the
State of New York could not be exempt
under the former section 5 (¢) or the pres-
ent seotion 3§ (&) (11), despite the fact that
the lssuer, a New York carporation, had in
the first Instance scid the enlire issue to
underwriting houses resident in Now York
State. The bonds could not be consldered
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to have been “sold” until they had reached
the hands of purchasers buying for invest-
ment and not with s view to further distribu-
tion or for purposes of resale,

From these genertl prineiples it follows
that if during the course of distribution any
underwriter, any distributing desler (whether
ar not a member of the formal selling or dis-
tributing group), or any dealer or other per=
eon purchasing securities form a distributing
dealer for resale were to sell such securities

to a non-resident, the exemption would be

defented, Moreover, since ufider section 8
(a) (11) the exemption is spplicable only
if the entire issue i3 distributed under the
circumstances spacified, any such sales to a
non-resident in connection with the distri-
bution of the new lssue would destroy the
cxemption as to all securities which sre a
part of that issue, This is true dless
of whether such sales are made directly to
non-residents or Indirectly through resi-
dents who purchased with a view to resale
and thereafter sold to non-resident; and It
would furthermore be immaterial that the
sales might be made without use of the malls
or lnstruments of interstate commerce, or
by persons themselves exempt from the reg-
istration and prospectus requirements, and
might therefore, as isolsted transactions, in-
volve no violation of the Securitics Act, Any
such sales to non-residents, however few,
and even though legal in themselves, would
preclude compliance with the conditions of
section 8 (a) (11), and would render the
exemption unavailable for that portion of
the fssue sold to residents through use of the

On the other hand, securities which have
actually como to rest in the hands of resi-
dent investol purchasing for in-
vestment and not with a view to further dis-
tribution or for purposes of resale—-may be
resold by such persons, whether directly or
through dealers or brokers, to non-residents
without in any way affecting the exemption
of the issue. The relevance of any such re-
sales to the existence or non-existence of the
cxemption would consist only in the evi-
dentiary lght which such resales might cast
upon the question whether the securitles
had in fact come to rest in the hands of real.
dent investors. If the securities were resold
but a short time after their acquisition,
this fact, although not conclusive, would
strengthen the inference that their original
purchase had not been for investment, and
that the resale therefore constituted a part
of the pmeeu of primary distribution; and
& similar 'nference would naturally be cre-
ated if the seller were a security dealer rather
than a non-professional. ~

The foregoing general outline will indicate
that, as many people fall to appreciste, the
so-called “intrastate exemption™ is not in any
way dependent upon absence of use of the
malls or Instruments of transportation or
communication In interstate commerce in
the distribution, section 3 (a) (11) provides
in efféect that If the residence of the pur-
chasers, the residence or place of incorpora-
tion of the issuer, and the place in which
the lssuer does business are all confined to
n single state, the securitics are exempt
from the operation of Sectfon 5 of the Act.
Securities thus exempt may without
tration be offered and sold through the mails,
may be made the subject of general news-
paper advertisement (provided the advertise-
ment s appropriately Itmitad to indicate that
offers to purchase are solicited only from,
and sales will be made only to, residents of
the particular state involved), and may even
be dolivered in Interstate commerce to the
purchasers, {f such purchasers, though resl-
dent, are temporarily out of the state or
should direct delivery to some non-resident
agent or custod!an, Similarly, subject to the
general prohibitions of the Aot against the
use of false or misleading statements or
omission in selling lterature, securities ex-
empt under section 3 (o) (11) may be offered

without compliance with the formal pros-
pectus requirements applicable to registered
securities, Exemption under section 3 (a)
(11), if In fact available, removes the securi-
ties from the operation of all provisions of
the Act except those of sections 12 (2) and
17.

In conclusion, I should like to stress once
more the fact that section 3 (a) (11) is de-
signed to apply only to such types of distri-
butions &s are genuinely local in character,
From o prectical point of view, the provisions
of that section cun exempt only issues which
in reality represent local financing by local
industries, carried out purely through local
purchasing. In distributions not of this
type the requirements of section 3 (a) (11)
will be extremely difficult, if not Impossible,
to fulfill. Consequently, any desler propos-
ing to participate In the distribution of an
jssue claimed to be exempt under section 8
(=) (11), or to deal in such an issue within
o year after its first public offering, should
examine the character of the {ssue and the

or actual manner of Its offering
with the greatest care in order to satisfy
himself that the distribution will not, or
did not, Involve the making of any sales to
non-residents, Otherwise the dealer, even
though his own sales may be carefully con-
fined to resident purchasers, may subject
himself to sarious risk of clvil Uability under
section 12 (1) of the Act for selling without
prior registration a security not in fact en-
titled to exemption from registration,

[Securities Act Release No. 1459, May
29, 19371

§ 231,1503 Opinion of the Director of
the Division of Forms and Regulations
relating to Rule 821 (a) (17 CFR,
230.821 (a))

This {s In answer to your Inquiry as to the
extent to which the technionl description of
securities may be condensed in a prospectus
for securities registered on Form A-2 (17 CFR,
239.3) under the Securities Act,

There is no doubt that in many instances
prospectuses have been so long and cumber-
some as partially to destroy their usefulness.
The technical description of securities has
often contributed to this undue length,

The prospectus Is designed to.be read by
people making business judgments, Meticu-
lousness, which lawyers use in such docu-
ments as corporate indentures, is out of place
in a prospectus, The resulting verbiage is
without meaning cxcept to those skilled In
legalistic language. Notwithstanding, the
description of securities in prospectuses has
at times consisted of virtual extracts taken
from the underlying documents,

Such a presentation would seem to serve
littie purpose even for Iawyers and techni-
clans, since they would undoubtedly prefer
to consult the original Instruments, which
are on flle, for detalls In which they may be
interested.

At any event, the Securities Act, and the
rules adopted thereunder, do not require the
amount of detall often furnished,

The answers to the items In question are
required to be stated briefly, and the follow-
ing general instruction, contained in the
Instruction Book sccompanying Form A-2
(17 CFR, 220.2) {5 applicable:

“6. Where ‘brief’ answers are required,
brevity is essential. It Is not intended, In
such case, that & statement shall be made
#s to all the provisions of any document,
but only, In succinet and condensed form,
as to the most Important thereof. In addi-
tion, the apnswer may Incorporate by refer-
ence particular items, sections or paragraphs
of any Exhibit, and may be qualified in its
entirety by such reference."

In addition, there is a special instruction
applicable to the items In question, reading
as follows:

Items 14, 15, 16, 17, 18 and 19. The out-
line required by these items is to relate only
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to such matters as have bearing on the in-
vestment value of the security registered and
as to which an average prudent investor
ought reasonably to be informed before pur-
chasing the security registered, Detalls
which are mere mechanics are not to be set
forth. What is required is such Information
a8 will reasonably inform the investor from
an investment standpoint, and not from the
standpoint of obtaining a full and complete
legal description of the rights and dutles
involved. For example, In the case of con=-
version rights, only the general character cf
dilution provisions need be set forth; and in
the case of sinking fund provisions only the
general method of operating the sinking
fund, but not the mechanical detalis thereof,

The outline need relate only to the provi-
sions of the respective governing instruments,
exclusive of statutes.

Furthermore, the materinl In the pro-
spectus should be in even more simplified
form than the answers set forth in the regis-
tration statement. Particular authorization
to this effect s contained In the Instruction
Book accompanying Form A-2 (17 CFR,
239.2). Paragrapha 1 and 2 under the caption
“Instructions as to prospectuses other than
newspaper tuses”, read as follows:

1. The iInformation set forth In the proe
spectus, except as to financlal statements re«
quired to be furnished, may be cxprcsncd in
condensed or summarized form., *

2. Where the ihcorporation by reference in
the registration statement proper of matter
contained in exhibits is permitted, n similar
incorporstion by reference may be made in
the prospectus,

The cited rules make clear that what is
required In & registration statement and par-
ticularly in a prospectus is a brief statement
of th business elements Involved. Compli-
ance therewith could afford no ground for
labllity under the statute for section 19 (a)
of the Act provides: “* * * No provision
of this title impoesing any lability shall apply
to any act done or omitted In good falth in
conformity with any rule or regulation of the
Commission, notwithstanding that such rule
or regulation may, after such act or omission,
be amended or rescinded or be determined by
judicial or other authority to be invalid for
any reason.

An example from a prospectus on file {llus-
trates the faflure to follow the above-men-
tioned rules. The prospectus covered a 837«
500,000 {ssue of first mortgage bonds of an
operating public utility company, showing
property plant and equipment of over $48,-
000,000, to which there was applicable a prop-
erty retirement reserve of about $8,000.000,
In the opinion of counsel, the mortgage when
duly recorded was to constitute a first lien,
with certain minor exceptions, upon all such
property.

There Is required to be stated in the pro-
spectus, as to bonds being offered, a brief
outline of the provisions concerning the
fssuance of further securities under inden-
ture. Tho purpose of the information is to
show to what extent the bonds being cffered
may be affected by the jssuance of further
securities,

In that regard, the prospectus in question
contalned the following statement and defi-
nitions., The definitions were also applicable
to other parts of the description of securities,

finitions, The term “property additions™
is defined in Sectlon 4 of the Mortgage to
mean plants, lines, pipes, mains, cables, ma-
chinery, transmission lines, pipe lines, dis-
tribution systems, service systems and sup-
ply systems, vehicles, nutomeblles, property,
real or personal, and improvements, exten-
sions or additions, rencwals or replacements
acquired by purchase, consolidation, merger,
donation or in any other way whatsoever,
subsequent to November 30, 1036, or made
or constructed subsequent to November 30,
1986, or in the process of construction or
erection In so far as actually constructed or
erected subsequent to November 30, 1036, and
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used or useful or to be used In the business of

generating, manufacturing, gathdring, trans-

porting, transmitting, distributing or supply-

ing electricity or gas for light, heat, power or
other purposes, or steam or hot water for
power or heat or other purposes,

The term “property additions™ shall not,
however, include (1) any securities or con-
tracts, leases or choses in action, or (2) ex-
cept ds in the Mortgage otherwise specifically
provided, going wvalue, good will, fraxichises
or governmental permits granted to or sc-
quired by the Company, as such, separate and
distinet from the property operated there-
under or in connection therawith or incident
thereto, or (3) any goods, wares, merchandise,
equipment, materials or supplles acquired for
the purpcse of sale or resale In the usual
course of business or for the purpose of con-
sumption, or (4) any natural gas wells or
natural gas lenses or natural gas transmission
lines or pipes or other works or property
used In the production of natural gas or Its
transmission up to the point of connection
with any distribution system, or (5) any
property acquired, mnde or constructed by
the Company in keeping or maintalning the
mortgeged property {n good repalr, working
order and condition,

In section 4 of the Mortgage, it is pro-
vided that the term “net property additions™
ghall at any particular time mean the aggre-
gate of all property additions up to that
time at the cost thereof to the Company (to
the extent not theretofore made the basis of
the suthentlestion and dellvery of bonds or
the withdrawnl of cash deposited under rec-
tion 20 or section 32 of the Mortgage or a
credit under section 20 or section 40 of the
Mortgage) after (A) deducting the cost of
all of the morigaged and pledged property
owned by the Company on November 30, 1986,
which, and of all property additions which,
in either case, shall prior to the date of the
particular computation, have been either re-
tired subsequent to November 30, 1038 or
released from the lien of tho Mortgage and
(B) adding to such balance an amount equal
to the aggregate of (m) the cesh and the
principal amount of any purchase money obh-
ligations then held by the Trustee hereunder
or by the trusteo or other holder of a prior
lien, as heroinafter defined, and representing
the proceeds of Insurance on or the release
of or the taking by eminent domain of any
property referred to In clause (A) above; (b)
the smount of any cash which shall have
been received by the Trustee as the proceeds
of insurance on or the release of or the taking

. by eminent domain of any property referred
to in clause (A) above and which shall there-
tofore have been used by tho Trustee for
the purpose of purchasing and/or redeeming
bonds in accordance with the provisions of
subdivisions 2 and 8 of section 63 of the
Mortgage and the amount of any such cash
received by the trustee or other holder of a
prior llen and applied by it for the purpose
of purchasing and/or redeeming prior lien
bonds; and (¢) an amount equal to 14245 %
of the bonds or fraction of a bond the right
to the authentication' of which on a basis
other than cash or property additions shall
have been walved In order to obtain the re-
lease of any property referred to in clause
(A) mbove, The term “cost™ as used In this
definition shall mean the cost as shown qn
the books of the Company or if not so sepa-
rately shown then the cost as estimated by
the Compnany.

The term “funded property” is defined in
Bection 5 of the Mortgsge to mean (a) all
property owned by the Company on Novem-
ber 30, 1938, (b) =all “property sdditions” to
the extent that the same shall have been
mnade the basis of the suthentication and
delivery of Bonds, the relefse of “funded
property”, the withdrawal of “funded cash™,
or a credit under section 20 of the Mort-
goge referred to below or a eredit under sec-
tion 40 of the Mortgage relating to mainte-
nance of the mortgaged properties, or have
been substituted for funded property. and

() all property constituting repairs, renewals
or replacements of or substitutions for
funded property except to the extent of the
excess cost thereof, such costs to be deter-
mined as provided In' connection with the
definition of “net property sdditions”.

The term “funded cash” is defined In sec-
tion 5 of the Mortgage to mean (a) cash
(held by the Trustee under the Mortgage or

by the trustee or other holder of a “prior
lien™) to the extent that it represents the
proceeds of insurance on or the release of
or the taking by eminent domain of “funded

property”: (b) cash held at any time In any
sinking fund or other similar device for the
retiroment of Bonds of one or more series
lesued under the Mortgage; but when ail
Bonds of such one orf more serles shall have
cessed to be outstanding under the Mort-
gage, such cash sball no langer be deemed to
be or to have been “funded cash™; and (c)
any cash deposited with the Trustee under
Section 32 of the Mortgage In connection
with the issuance of Bonds, or under Section
48 of the Mortgage on the cancellation of
“prior lens", or pursuant to section 20 of the
Mor(gage referred to below or pursuant to
Section 40 of the Mortgage relating to main-
tenunce of the mortgaged properties.

The term “prior llen™ is defined in Section
8 of the to mean morigage or
other llen (not Including “excepted encum-
brances™) prior to the lien of the Mortgage,
existing at any particular time upon any
“property additions” (so lang as such “prop-
erty additions" remain subject to the llen of
the Mortgege), then or theretofore, made the
basis under any of the provisions of the
Mortgage for the authentleation and delivery
of Bonds or the withdrawal of cash or the
releage of property or the basis of o credit
under the provisions of section 20 of the
Mortgage referred to below or a credit under
the provisions of section 40 of the Mortgnge
relating to maintenance of the mortgaged
properties,

The-term “excepted encumbrances” as de-
fined In sectlon 6 of the Mortgage Includes
lUens for taxes, assessments, governmental
charges not due and delinguent; llens nei-
ther assumed by the Company nor on which
it customnarily pays interest existing upon
real estate or rights In or reiating to resl
estate acquited by the Company for substa-
tion, measuring station, regulating stafion,
gathering line, transmission line, gos trans-
portation line, distribution line or right-of-
way purposes; rights in public authorities to
revoke franchises, pecmits, ote., or to pur-
chase or recapture properfy; easements or
reservations in property of the Company
created at or before the soquisition thereaf
by the Company for the purpose of roads,
pipe lines, gas transportation llpes, trans-
mission lines and other llke 2

lssuance of additional bonds, The Mort-
gnge provides for the immediate Issue upon
order of the Company of 827,500,000 principal
amount of 1066 Series Bonds, Additional
Bonds of any one or more series In an aggre-
gate principal amount of not exceeding $2.-
500,000 may be lssued from time to time
upon the request of thé Company, provided
only that the net earnings of the Company
are such as would be reguired in the case of
the issuance of additional Bonds upon the
basis of property additions as referred to
bealow. - : ¥

In addition to ihe $37.500,000 1966 Series
Bonds registersd hereunder and the $2,500,-
000 undditiona! Bonds referred to above,

"Bonds of one or more series, ranking (except

Insofgr as any sinking fund established in
necordance with the Mortgage may afford
additional security for the Bonds of any par-
ticuiar series) parl passu with the 1066 Series
Bonds as to Jien, may be issued without
Lmit subject to the restrictions contained
in the Mortgdge, the Bonds of other series
to mature on such date and'to bear such
interest rate and to be In certain other re-
spects as the Board of Directors of the Com-
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pany may determine by resolution, Certaln
of theso restrictions are as follows:

Bonds may be authenticated and delivereg
by the Trustee to the Company upon the
basis of property additions, which are in-
cluded in net property additlions and which
afe not at the time funded property, in a
principal amount not exceeding 70% of the
coat or then falr value (whichever shail be
less), determined as provided in the Mort-
gege, of such property additions, (See szec-
tions 26 anud 27). If any of such property
ndditions are subject to outstanding prior
liens, the principal amount thereof (unless
previoualy deducted) is to be deducted from
the principal amount of Bonds otherwise
lssuable. (See section 28.) No Bonds may
be authenticated and delivered on the basis
of property sdditions subject to prior llens
if the outstanding prior lien bonds (unless
previously deducted) exceed 505 of the cost
or the then falr value (whichever shail be
less) of such property additions. No Bonds
may be authenticated and delivered on the
basis of property additions subject to prior
liens if and so0 long as the principal amount
of all Bonds theretofore authenticated and
delivered by the Trustee upon the banis of
such property additions subject to prior liens
as shall have continued to be subject to
prior liena exceeds 155 of the aggrogate prin-
cipal anmount of all Bonds theretofare au-
thenticated and delivered under the Mort-
gage including any Bonuds then applied for.
(See section 28.) The Mortgage slso con-
tains ofher restrictions on the authentica-
tion and delivery of Bonds in respect of prop-
erty additiona subject to prior liens.

Bonds may be authenticated and dellvered
upon the payment, retirement, redemption
or cancellation of any Bonds theretofore
authentionted and deliversd under the Mort-
gage or upon the reduction of cutstanding
prior liens or the deposit of prior llen bonds
with the Trustee or upon the deposit of
money in the amount necessary for the pay-
ment, redemption or retirement of prior
llen bonds or of Bonds authenticated and
delivered under the Mortgage, to a principal
amount equivalent to the principal amount
of the Bonds suthoenticated and delivered
unger the Mortgage so paid, retired, redeemed
oF canceiled or for the payment or redemp-
tion of which such money has been =0 de-
posited or prior lien bonds so deposited or
the amount by which outstanding prior liens
have been reduced. (See sections 28 and 31.)

Bonds may be authenticated and delivered
upon the depesit with the Trustee of cash
equal to the principal amount of such Bonds.
(See section 32.) The cash so deposited
may be withdrawn in lieu of Bonds which
the Company may be entitled to have au-
thenticated and delivered to it under any
of the provisions of the Mortgage, subject
to the same restrictions as are imposed on
the issue of Bonds for such purposes, except
the restrictions as to net earnings hereln-
after referred to, or, at the election of the
Company, may be applied to the purchase
or redemption of Bonds of any series, any
such purchase to be at a price not In excess
of the current redemption price of the Bonds
purchased, or, in case of Bonds not redeem-
able, not in excesk of 105% of the principal
amount of such Bonds plus sccrued inter-
est: Provided, however, That, except to the
extent of any balance of cash resulting from
the purchase of any Bonds at less than the
principal amount thereof, none of such cash
shall be applied to the payment of more
than the principal amount of any Bonds 80
purchased or redeemed. (See sections 83
and 34.)

No Bonds may be issued upon the basis of
property additions or against the deposit of
cash unless the net earnings of the Com-
pany, computed as provided in section 7 of
the Mortgage (which coniputation does not
require the deduction az an expense of,
among other things, expenses or provisions
for renewals, replacements, on, de-
pletion, retirement or amortization of prop-
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erty or for Income taxes, profits taxes and
other taxes measured by net income), to-
gether with the net earnings of any property
to be scguired through the issue of such
Bonds, for a perfod of twelve consecutive
calendar months selected by the Company in
the fifteen calendar months immediately pre-
ceding the first day of the month in which
the application is made for the authentica-
tion and delivery of such additionsl Bonds,
shall be at least equal to two times the an-
nual intérest requirements on (1) Bonds out-
standing under the Mortgage; (2) additional
Bonds 80 to b nuthenticated and delivered;
(3) prior llen bonds to be then outstunding;
and (4) other outstanding indebtedness of
the company secured by lien prior to the
Mortgage, (See sections 7, 20 and 32.)

In the foregoing answer, the Important
statements do not stand cut, They are ob-
scured in a mass of detall.

It is clear that the instructions cited above
not only permit but invite the omission of
such detall,

An answer in the following form would
have conveyed the information which an
average prudent Investor would desire and
would have been in full compliance with the
Securities Act and the rules and regulations
thereunder:

Issuance of additional donds. Unlimited
amounts of additional bonds which will be of
equal rank as to lien with the bonds presently
offered may be issued; (1) If net earnings
applicable to interest charges are at least
twice the annual interest requirements on all
outstanding Indebtedness of equal or prior
rank, including the additional issue; and

(2) If the principal amount of such bonds
does not exceed 70% of the net additions
made to the utility plant after November 30,
1936.

However, an aggregate principal amount of
§2,500,000 of such bonds may be lssued sub-
Ject only to the above nings requirement,

Net earnings are comptted before deduc-
tion of property retirement expense, depre-
clation, depletion or amortization of debt dis-
count and expense, and may include net
earnings of property to be acquired through
the additional Issue. Any consecutive 12
months in the 15 months preceding the nddi-
tional issue may be sele¢ted for the compu-
tation,

For the purpose of (2) above, properties
scquired for the production and transmission
of natural gas sball not be deemed additions
to.utility plant,

Additional bonds may be lssued on the
basis of property additions subject to prior
liens. Among other limitations, it {s pro-
vided that the sggregate amount of such
bonds cannot exceed 15% of the total bonds
issved,

Dstalled provisions more precisely defining
the foregoing matters are contained in sec-
tions 4 to 7 and 23 to 34, each inclusive, of
the Indenture. Such sections also include
provislons as to the Issuance of bonds in
special circumstances,

; S;curmes Act Release No. 1503, July 12,
9371

§ 231.1580 Letter of the Director of the
Division of Forms and Regulations relat-
ing to Rule 821 (a) (17 CFR, 230,821
(a)).

You recently inquired concerning the ex-
tent to which the technical description of
securities may be condensed in a prospectus
for securities registered on Form A-2 under
the Securities Act (17 CFR, 230.2),

In consldering the question of the contents
of prospectuses, it must be borne in mind
that the prospectus is a selling medium. The
Securities Act was not designed to change
this characteristic, but to insure that It
would contain reliable information necessary
for investment judgment. If the intricacy of
an Indenture is carried to the prospectus, the
latter necessarily falls its purpose,

On July 12 of this year, I discussed this
question as regards provisions concerning the
issunnce of additional securities. That
opinion Indicated that prospectuses are often
excessively cumbersome. There were cited
the instructions which require that answers
to items in registration statements be brief,
particularly with respect to summarization
of documents. It was emphasized that the
instructions authorize an even more cone
densed presentation in prospectuses. Section
19 (a) of the statute was cited to show that
the instructions afforded protection under
the Act. Independently thereof, the statute
imposes liabilities only in regard to matters
which are material,

The previous opinion discussed one In-
stanece of undue technicality. A further ex-
ampls may be cited, dealing with provisions
as to release and substitution of property
securing an issue of bonds.

This example is taken from & prospectus
covering a $10500,000 issue of first mortgage
bonds. The issuer was an operating public
utility company, showing property and plant
of over §27,000,000 to which there was appli-
cable a retirement and depreciation reserve of
nbout £570),000. The company Was essen-
tially an electric and gas utility, but about
3% of Its operating revenues were de-
rived from transportation activities. With
certain exceptions, the mortgage was to con-
stitute s first lien upon the operating fixed
property of the registrant other than trans-
portation properties, Additional bonds to
the amount of $2,000,000 were issuable with-
out the necessity of property additions.

The prospectus in question contained tha
following statement with regard to release
and substitution of property, the definitions
preceding the statement being applicable to
this and other parts of the prospectus:

“Property additions™, (as is more full de-
fined in Article I of the Mortgage) consist
of andditlonal property acquired after March
31, 1936, located in the State of ——————
or in any other state, If connected with the

roperties In the State of . prop-
erly chargeable to fixed property accounts
and useful in the electric, gas or heating
business of the Company.

“Net bondable value of property additions"
(as 15 more fully defined In Article I of the
Mortgage), consists, when used with respect
to property ndditions not subject 1o an un-
funded pricr lien, of the lesser of cost or (as
to property additions not previously retired)
falr value of all gross property additions not
subject to an unfunded prior len, leas (1)
all retirements of property of such character,
other than property released by the Trustee,
(i1) the excess, if any, af the bonded cost of
property of such character released by the
Trustee over the fair value thereof at the
time of release, (iil) an amount equal to the
amount of cagh deposited upon relense of
property of such character, withdrawn on
the busis of property additions of such char=
acter or applied to sinking fund payments,
if any, and (iv) an amount equal to ten-
sevenths (10/7ths) of the amount of addi-
tional Bonds theretofore authenticated on
the basis of property additions, and ten-
sevenths (10/7ths) of the amount of cash de-
posited against the issue of additional Bands,
theretofore withdrawn on the basis of
property additions.

“Bonded Cost" when used In respect of
retirements consists of (1) in the case of
property owned on April 1, 1836, the book
value thereof on that date, snd (i) In the
case of property additions, the amount &t
which previously certified to the Trustee for
the purpose of the issue of additional Bonds
under the Mortgage or of additional un-
funded prior lien bonds under the mortgage
securing such prior lien bonds or for the
purpose of withdrawal of cash.

An “unfunded prior llen"”, (as {8 more
fully defined in Article I of the Mortgage)
is & prior llen not constituting a “funded
prior lien”, or a “permitted lien” or a judg-
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ment lien. The First Mortgage of X Com-
pany’ is o permitted lien.

A “funded prior lien", (as is more fully
defined in Article I of the Mortgsge) coms-
prises any prior len with respect to which
cash and prior llen bonds in an amount suf-
ficient to retire all prior llen bonds secured
by such prior lien have been deposited with
the Trustee under the Mortgage or with the
trustee or other holder of such prior lien;
and bonds secured by such prior llens are
regarded as having ceased to be “outstand-
ing” as that term is used in the Mortgage
end under this caption.

Relesse of property. The Company Is per-
mitted, as is more fully provided In the
Mortgage, to obtain the release of property
(other than prior lien bonds or of X Com-
pany bonds) (8) upon depositing an amount
of cash, purchase money obligations or ob-
ligations of any municipality or other gov-
ernmental subdivision which may be the
purchaser, equivalent to the fair value of
the property to be released (less the prin-
clpal amount of any outstanding prior lien
bonds, if all property of the company sub-
ject to the prior lien securing them is being
released), which deposit shall be made with
the Trustee (or with the trustee of any prior
lien to which such property released may
be subject, except when sll the property
subject to the prior llen is being released),
and (b) upon filing a certificate of an en-
gineer, who may be employed by or affill-
ated with the Company, stating the falr
value of the property to be released and
that the release is desirable In the proper
conduct of the business, or is otherwiss in
the best Interests of the Company, which
certificate 1s to be supplemented 85 to the
desirability of the release by an independent
cngineer's certificate if the falr value of the
properfy to be released is over $500,000, and
(c) upon filing certain other certificates and
opinions as provided in the Mortgage with
respect to the property to be released and
obligations to be acquired. The Company
is permitted, as is more fully provided in the
Mortgage, to obtaln the release of prior lien
bgnds, secured by a funded prior len, or of
bonds secured by the First Mortgage of X
Company,* only if all property subject to
such llen has been released from the llen
of the Mortgage, upon deposit with the
Trustee of an amount of cash equal to the
principal amount of such bonds being re-
jeased, All bonds held by the Trustee and
secured by a funded prior llen or by the
X Company mortgage shall, at the request
of the Company, be surrendered for the pur-
poses specified, If all indebtedness secured
thereby is discharged. The Company may
require prior llen bonds, secured by a funded
prior lien, to be cancelled or to be sur-
rendered for the purpose of any sinking fund
or analogous fund, with respect to such prior
lien bonds, and may require the tender of
X Company bonds for purchase by the trus-
tee under the mortgege securing such bonds
out of the proceeds of property released from
that mortgage, but any money received
therefore are to be held by the Trustee as
part of the trust estate. Except in the caze
of default, no payment by way of interest
or principal or otherwise, upon funded prior
llen bonds or upon such X Company bonds
held by the Trustee, shall be required unless
the Company so elects, in which event the
Company is to recelve the payments,

The Trustee Is permitted to release any
property taken by eminent domain or pure
chasad by n munleipality or other governe
mental subdivision, pursuant to right of pur«

14X Company"” refers throughout this
opinion to & company the property of which
had been acquired by the registrant. Bonds
of X Company In a principal amount of
$500,000 were secured by s first llen on such
property. A principal amount of $231,000
of sugh bonds were pledged ns gecurity for
the present lssue.
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of the trust estate or to any trustee
as thelr Interests may sppear,

The proceeds of roleased property de-
posited with the Trustee may be withdrawn:

(a) In an amount equal to the “net re-
lease value of the property additions”
acquired on or subsequent to the date of
the release application, but no cash de-
posited upon the release of property not sub-
Joct to an unfunded prior llen may: be with-
drawn upon the basls of property sddlitions
subject to an unfunded prior len,

(b) In an amount equal to ten-sevenths
&l:{?tu) of the amount of Bonds fssucd

er the Mortgage and thereafter retired
(except out of the trust estate) and sur-
rendered to the Trustes, and not theretofore
made the besis for the issue of additional
Bonds,

(¢) In an amount equal to three-sevenths
(3/7ths) of the amount of Bonds theretofore
redeemed out of moneys held in the trust
estate other than out of moneys deposited
upon the issue of additlonsl Bands, and

(d) In an amount equal to ten-sevenths
(10/7ths) of the amount of any of the

000 of Bonds, referred to above under
“Issunnce of Additional Bonds", with respect
to which the Company shall have surrendered
its right to have Bonds {ssued.

Such proceeds may also be credited to the
Company on account of any stnking fund
payments In cash required to be made by the
Company and for the purchase by the Trus-
tee of Bonds for any sinking fund.

Any proceeds of Insurance deposited with
the Trustee may be withdrawn on the same
basis outlined above under (n) and (b), and
al20 upon the beals of replacements of the
property lost or destroyed.

“Net release value of property additions"
(as is more fully defined in Article I of the
Mortgage) means the lesser of cost or falr
value of gross property additions scquired
on or subsequent to tho date of the release
application, Joss or destruction of the prop-
erty on sccount of which the cash withdrawn
was deposited, less the amount of such cash
therctofore withdrawn on the basis of such
property sdditions, and, in case such prop-
erty additions are subject to an unfunded
prior llen, less ten-sevenths (10/7ths) of the
principal amount of the cutstanding prior
len bonds secured thereby,

Cash deposited upon the release of fixed
property not of the nature of property addi-
tions may be withdrawn in an amount equal
to the lesser of the cost or falr value of other
fixed property not of the nature of property
additions acquired on or subsoquent to the
date of the application for such release.

Cash deposited with the Trustee upon the
issue of rdditional Bonds may be withdrawn:

(2) In an amount equal to saventy percent
(70% ) of the net bondable value of property
loiddmom not subject to any unfunded prior

en, or

(b) In an amount equal to the smount of
Bonds retired (except out of the trust estate)
and surrendered to the Trustee and not
theretofore made the basis for the issue of
additional Bonds,

Cash deposited agalnst any prior Hen bonds
may be paid over to the trustee or other
holder of the mortgage securing such prior
lion bonds at maturity or upon redemption
thereof, and cash deposited on account of
any prior lien bonds or X Company bonds or
any judgment lien may be paid over to the
Company (a) whenever the instrument so-
curing such bonds is released or the judg-
ment llen shall have been discharged, upon
receipt by the Trustee of the resolution, cer=
tificate and opinion provided in the Mort-
goge, and (b) in the case of cash deposited
on account of prior len bonds (plus any
cash deposited on nccount of Interest and
premium on such prior lien bonds), to the
extent that any such bonds shall have been
pald, reduced, or ascertalned by judiclal de-
termination to be invalid or additional prior

len bonds of the same lssue are doposited
with the Trustee, upon receipt by the Truse
tee of the resclution and certificate provided
in the Mortgage,

The Trustec 1s required, upon request by
the Company, to apply any moneys held by
it (other than on account of prior len bonds
or Judgment liens) to the purchase or re-
demption of Bonds outstanding under the
Morigage.

“Trust estate"” means the property subject
to the lien of the Mortgage, including cash
depeaited upon the issue of additional Bonds
or upon the relesse of property or as the
proceeds of Insurance,

No notice to bondholders required. No
notice to Bondholders is required in connec-
tlon with any substitution or relesse of
property under the terms of the Mortgage,

For the purposes of a prospectus, the fore.
Roing Is manifestly too meticulous, Reduc-
tion to a readable summary involves chfefly
the omission of immaterial degail,

The basic principles of the indenture con-
cerning release are relatively simple. A
Statoment In clear terms of those principles
Is all that is requisite. The prospectus in
question, however, goes beyond such essen-
tials, in that it contains details which are
of s mechanical nature or relate to property
of minor Importance,

For example, considerable space s devoted
to the withdrawal of cash deposited under
various circumstances. It may be assumed
that cash will not ordinarily constitute, for
any sppreciable length of time, a significant
part of the underlylng security. There are,
however, numerous provisions concerning the
deposit and withdrawal of cash, which are to
facilitate the administration of the mortgage,
Thus, cash may be deposited upon the release
of property and later withdrawn when addt-
tional property is acquired. Similarly, in case
of refunding, cash may be deposited upon the
issuance of additional bonds and later withe
drawn upon the retfrement of bonds previ-
~ously outstanding. The basic principle ap-
plicable is that, upon the withdrawal of de-
posited cash, the same ratio between bhonds
and property shall exist as if there had been
no such intermedinte deposit. The detalls
of the Intermediate operations would geem
immaterial; they téend to confuse rather than
enlighten,

A further Instance is the statement con-
cerning prior lien bonds. At the time of
the iasue there were no prior llen bonds, os
the term Is used in tho Indenture,  As is
usual the mortgage provides that, on the
basis of property additions, additional bonds
muy be Issued or property released. If the
property addition-is subject to a prior llen,
it is nevertheless to be treated as not so
subject, provided prior llen bonds and cash
are deposited equal to the full amount of
the prior lien, Under the indenture, prior
lien bonds are to become a part of the trust
estate only In this manner, which assures
the moans of discharge of the lien, The re-
lease provisions concerning the prior llen
bonds 50 made A part of the trust estate are
merely to assure the discharge thus initially
provided for. They are mechanics of opera-
tion, and, as such, should be sought In the
indenture rather than In the prospectus,

An answer in the following form contains
the essential provisions set forth In the above
quotation and compiles fully with the re-
quirement of the Securities Act and the
Rules and Regulations:

Property may be released from the lien of

the mortgage in an amount equivalent to:

(a) Additions made to the Company’s util-
ity plant on or after the date of the applica-
tion for release; E

(b) Cash, purchase money obligations on
released property, or obligations of governe
mental purchasers of such property, depos-
ited upon such release;

(c) 10/7ths of any of the $2,000,000 of ad-
ditional bonds which are fssuable without
property additions and as to which the right
of issuance is surrendered,

The value of the relensed property = de-
termined by an enginedr who may be em-
ployed by or affiligted with the company.

For the above purposes, additions to the
utility plant do not include transportation

nor do they include property sub-
Ject to a prior llen unless provision Is made
far satisfaction of such llen or the relessed
property was subject to o prior len.

No notice to bondholders is required In

connection with any substitution or relense
of property.
Dotalled provislons more precisely de-
finlng the foregolng matters, and provisions
concerning releases of an incldental nature,
such as those concerning prior lien bonds,
cash, and proceeds of insurance, are contained
in Articles I, IV, VI, VII and VIII of the
Mortgage. :

[Securities Act Release No. 1580, October
19, 1837]

§ 231.1862 Opinion of General Counsel
relating to Rule 142 (17 CFR, 230.142).

Rule 142 was adopted in recognition of the .
value of secondary capital in facilitating the
flow of investment funds Into Industry, and
of the fect that the ownera of such second-
ary capital cannot practicably perform the
duty of thorough in tion and analysis
Imposed by tho uct of the underwriter proper.
The rule in no way limits the responsibility
of the underwritor who actually serves as n
conduit for the distribution of securities to
the public, or of the underwriter who for & .
commission agrees with the issuer to pur-
chase what the issuer f2 unable to sell to the
publio—thereby furnishing to the lssuer the
Insurance without which the distribution
would probably not be undertaken. ‘The
purpose of the rule is merely to make clear,
what has admittedly been the subject of
some debate In the past, that a persen who
doea no more than sgree with an underwriter
to take over some or ail of the undistributed
portion of the issue, and who purchases for
investment any securities which his commit-
ment thus obliges him to take up, does not
thereby subject himself to Hability as an un-
derwriter of the securities of the issue actu-
ally distributed to the public.

In considering the application of the rule
to particular situations, It should be appre-
:ated that 1t appiles only to ns whose

nection with a distribution is essentially
non-distributive in character, Any person
enjoying substantial relationships with the
lssuer or underwriter, or enguging in the
performance of any substantial functions in
the organization or management of the dis-
tribution, would be outside the scope of the
rule. Basically, the rule is designed to cover
the conditional purchasar who, in spite of the
conditional nature of his contract, Is pri-
marily interested in securing a portion of the
isstie for investment, and finds his inoentive
not In a commission bazed on the size of the
{ssue or other similar factors, but In the in-
vestment advantake nfforded by a discount
from the public offering price, Dispropor-
tionate commissions or service fees would
ratze & serlous doubt whether the functions

‘of the person concerned were in fact con-

fined s prescribed In the rule, for such dis-
proportionate commissions or fees would
tend strongly to show that stuch person was
primarily interested as an “underwriter” in
the distribution.

Some question will undoubtedly be raised
A3 to the meaning of the term “purchases
®* * * for investment”, as used in the
rule. The application of this term s of
course to be asqertained in any given csse
by reference to the intention of the pur-
chaser at the time of purchase. What his
;nmnum was at that time is a question of
act,

Although it 1s not impossible to concelve
of & situation In which a person who had
purchased securities for investment changed
his mind in good faith on the next day, and
proceeded to dispose of the securities, It
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must neverthiless be remembered that a
state of mind can ordinarily be ascertained
only by weighing evidentiary factors, and
that s person's actions may be of far greater
evidentiary significance than his statements
85 throwing light on what his state of mind
was et a given timg. Thus, self-serving
statements that a particular purchnse wes
made for investment would carry very little
welght in the face of more concrete facts
and clroumstances inconsistent with such
an intention.

Most. prominent among the relevant evi-
dentiary factors would undoubtedly be the
length of time eiapsing between the ncguisi-
tion of tha securities and thelr proposed re-
sale, Although retention of the securities
for any given length of time would in no
event be conclusive, It is obyvious that the
longer they wers held the ecasier it would
be to maintaln that they had originally
been purchased for investment; and it is
my opinion that if they were retalned for o
period as Jong as a yenr that fact would be
sufficlent, If not contradicted by other evi-
dence, to craate a strong inference that they
had been purchased for investment, How-
ever, such an inference would be rebuttable;
for example, It would-ell in the face of evi-
dence of a pre-arranged scheme to effect a
distribution at the end of the year.

Another fector which may be of consider-
able importance 1s the character of the regu-
lar business of the person who secks to come
within. the rule. Thus, I have little doubt
that insurance and Investment companies
not ordinarlly engaged in the business of
desling In securitles or underwriting dis-
tributions could quite readily sustain the
burden of proof that they had purchased for
investment. On the other hand, in the case
of a securities dealer or an investment bank-
Ing house, the nature of the ousiness ordi-
narily carried on would create an extremoly
strong presumption of purchase for resale.
It is perhaps possible that & person engaged
in the Investment banking business or in
the securities business might, under some
circumstances, come within the provisions
of the ruie; but in order to reach this result
It would be necessary to establighi by the
clearest kind of evidence that the scope and
character of the person's business were con-
sistent with the purchase of large blocks of
securities for investment rather than with'
a view to distribution.

[Securities Act Release No. 1862, Decem-
ber 14, 1938]

§231.1924 Letier of General Counsel
concerning the services of jormer em-
ployees of the Commission in connection
with matters with which such employees
became familiar during their course of
employment with the Commission.

I have your recent letter, In which you
Ingquire whether you may properly maks use
of the ndvice and assistance of an attorney
formerly employed by this Commission In o
matier with which he became famillar while
on the Commission's staff.

Before taking up the specific situation de-
scribed in your letter, I should like to ex-
press my general opinion, that any use of
the services of a former employee of the
Commission in a matter with which he was
connected during his employment by the
Commission, even though such former em-
ployee does not himsalf appear before the
Commission, or take any part in discussions
with itz staff, would constitute grounds to
disqualify from practice before the Commis-
slon not only the former employee but also
his employer. The Commission is fully con-
sclous of the serlous consequences which
may be caused by any deviation on the part
of former employees from the most rigid
standards of professional ethics in mntters
of this character, and intends to deal vig-
ormmyvlth.nynwholmthltoomowlu
attention,

No, 180—38

In your letter you direct my attention to
the fact that the Commission recentiy issued
& stop order under Section 8 (d) of the Se-
curities Act of 1633, suspending the effective-
ness of A registration statement filed under
that Act by the X. Y. Carporation, for which
you are counsel. The company desires to
amend the registration statement in ac-
cordence with the stop order, and you have
requested a oconference with members of
the Commission’s staff for the purpcse of
discussing the form and substance of these
amendments. In preparing for this con-
ference, you desire to make use of the serve
ices of Mr. A. B., a former employee of this
Commigsion, and now an associate of your
law firm. Mr. A. B. himself will nelther be
present at the conference nor otherwise

"practice before" the Commission, within
the meaning of the Commission’s Rules of
Practice.

The Commlulon't files indicate that, when
he wans employed by the Commission, Mr,
A. B, was assigned to the Registration Divi-
sion and acted as attorney for the examining
group which conaldered the registration
statement of the X, Y. Corporation to which
I have referred.

The question presented is the application
of Bule IT (e) of the Commission’s amended
Rules of Priuctice (17 CFR § 2012 (¢), which
reads as follows:

(e) The Commission may disquallfy, and
deny, temporarily or permanently, the privi-
lege of appearing or practicing before it in
any way to, any person who is found by the
Commission after hearing in the matter

(1) Not to possess the requisite qualifica~
tions to represent others; or

(2) To be lacking in character or integrity
or to have engaged In unethical or improper
professional conduct.

At the time it announced the amended
Rules of Practice the Commission made the
following statement concerning practice by
former employees of the Commission and the
present employers of such former employees
(Securities Act Relesse No. 1761) :

“Under the amended Rulas of Practice any
former member of the stafl of the Commission
who shall appear in a representative capacity
in any matter, including an investigation
conducted by the on, which was
pending before the Commission, during the
period of hisgemployment and with which
matter he has, by virttue of his employment
with the Commission, such familiacity as to
be prejudicial to the proper conduct of the
case, or in which matter he acted for the
Commission in such a way as to make unethl-
cal his subsequent connection therpwith, and
any person employing the services of any
such former member of the staff in such
matters, without first obtaining the consent
of the Commission, may be held to be lacking
in proper professional conduct,”

This statement of policy 1s based upon the
principle enunciated in Canons 36 and 37 of
the Canons of Professional Ethics of the
American Bar Association,

Inssmuch as the registration statement of
the X. ¥, Corporation was pending before the
Commission at the time Mr. A. B, was in the
Commission’s employ, your avalling yourself
of his services in this matter without having
obtained the consent of the Commission
would in my opinion justify the institution of
disgualification proceedings, pursuant to
Rule II (e) (2), against both Mr, A. B, and
yourself,

Although you dld not expressly request it,
I have, in accordance with our practice, con-
sidered your letter as an application for con-
eent to make use of Mr. A, B.s services in this
matter and have discussed the circumstances
with the Commisslon. The Commission has
instructed me to adviss you that, in view of
Mr. A. B's close connection with the registra-
tion statement of the X, ¥, Corporation dur-
ing his service with the Commission in a
responsible position, consent to your using
his services In this matter must be denled.

Permit me to thank you for so promptly
calling this situation to our attentjon and to
assure you that none of the statements I have
made in this letter is intended as & personal
reflection upon either Mr. A B, or yourself,

{g;:;xrlties Act Release No. 1924, April 5,

§ 231.2029 Letier of General Counsel
relating to sections 3 (a) (9) and 4 (1),

You have requested an opinion as to the
applicability of section 3 (a) (9) and the
second clause of sectlon 4 (1) of the Securi-
tles Act of 1933 In the following circums-
stances:

The subject company has an “open end”
mortgage upon Its properties, the only fssue
of bonds now outstanding thereunder being
denoted as Series A bonds. It Is proposed to
create two new series of bonds under the
mortgage, to be called Serles B and Series C
bonds respectively, for the purpose of re-
funding the outstanding bonds. The Series
B and Series C bonds will differ substantially
from each other In respect of maturity date,
Interéat rate, redemption prices and default
provisions,

The Serfes B bands will be offered in ex-
change to the holders of the outstanding Se«
ries 4 bonds on the basis of an equal prine
cipal amount of Ssries B bonds for those of
Series A, with interest adjustment. No com-
mission or other remuneration will be paid
or given, directly or indiréctly, for soliciting

such mhunxo.

The necessary funds to redeem any unex-
chunged Serfes A bonds will be ralsed by the
salo for cash of Serles C bonds. The Series C
bonds will be offered and sold to not more
than twelve Insurance companies, which will
agree to purchase for investment and without
a view to distribution.

If the proposed exchange offer and the
proposed cash offer were isolsted transace
tions, it would be clear that no registration
under the Sszcurities Act would be required.
The Serles B bonds would be exempted as
securities “exchanged by the fssuer with Its
existing security holders exclusively where no
commission or other remuneration is pald
or given directly or indirectly for solieiting
such exchange;” and the offering and sale of
the Series C bonds would be exempted by
the second clause of section 4 (1), as “trans-
actions by an issuer not Involving any public
offering.” The interdependence of the two
offerings, however, requires & mord compre=
hensive analyals of the Act.

Section 3 (a) (9) contains no language
expressly limiting the exemption to securities
forming part of an issue the whole of .which
is sold as specified in the exempting provision,
At first reading, therefore, section 3 (a) (9)
appears to confer exemption upon any se-
curity exchanged with the issuer's existing
seourity holders, even though other securition
of the same class, as a part of the same plan
of finaneing, are sold to others than existing
securlty holders, or to existing security holders
otherwise than by way of exchange. Such-
o construction, howover, gives insufficient
weight to the use of the word “exciusively,”
as employed both In section 3 (&) (9) and
in Its predecessor, former section 4 (3), In
neither section s the grammatical func-
tion of the word entirely cleas: but in arder
to avoid an interpretation which would re-
Ject the word as pure surplusage, it ia neces-
sary to adopt the view that the exemption is
avallable only to securities constituting part
of un issue which, as & whole, is exchanged
in conformity with the requirements of the
soction

This conclusion appenrs to be supported by
the legisiative history of section 8 (u) (9).
At the time of the amendment of the Se-
curities Act of 1633 by Title II of the Secu-
rities Exchange Act of 1024, the new section
3 (z) (9) proposed In H. R, 8323 as a sub-
stitute for the first clause of Section ¢ (3),
provided an exemption from registration for
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“any security issued by a person where tha
iszue of which it is a part is exchanged by it
with its own security holders exclusively.”
The propcsed amendment was altered {n con-
ference s0 ns to eliminate any reference to
the “issue” of which a security is a part;
but it sppears from the Statement of the
Managers on the Part of the House In the
Conference Report that the changes in the
proposed section 3 (a) (9) made in confer-
ence were “intonded only to clarify its mean-
ing" (H. R. (Conf,) Rep. No, 1838, 73rd Cong.,
2nd Sess., p. 40).

Interpretation of the so-called “private
offering™ exemption provided by the sccond
clause of section 4 (1) presents similar con-
siderations. You will note that the clause in
question does not exempt every transaction
which 1s not itself a public offering, but only
transactions “not involving any public offer-
ing." Accordingly, I am of the opinion that
the exemption is not avallable 1o securities
privately offered if any other securities com-
prized within the same issue are made the
subject of s public offering.

It appears, therefore, that both with re-

to section 8 (n) (9) and with respect
to section 4 (1) the necessity of registering
the Series B and Serles C bonds depends upon
whether they should be deemed separnte is-
sues or merely parts of a single issue: I be-
lieve it unnecessary at this time to enter into
any extended discussion of what censtitutes
an “issue" for the purposes of the Act, The
opinion of the Commission in In the Matter
of Unity Gold Corporation (Securities Act
Release No. 1776) dizcusses this question as
it arises under section 8 (b) of the Act,
The point Is also touched upon, at least in-
ferentially, In the discussion of section 3 (a)
(11) contained in Securities Act Release No.
1450. Whatever may be the precise limits of
the concept of “issue"” when all securities in-
volved are of the same class, I do not believe
that securities of different classes can falrly
be deemed parta of a single “issue.” Since on
the facts submitted the Series B and Series
C bonds appear to be securitics of different
classes, they constitute separate “lssues
and may be offered and sold in the manner
above described without being registered un-
der the Securities Act.

In expressing this opinion I do not mean to
fmply that any difference in the incidents of
two blocks of securities, however triyial, ren-
ders the blocks separate classes and conse-
quently separate “issues” for the purposes of
the Act. In this case, however, the differences
between the Series B and Serles C bonds are,
I belleve, sufficiently substantial to warrant
treating them as separate classes even though
they will be issued under the same mortgage
indenture.

[Securities Act Release No. 2029, August
8, 1939]

§231.2340 Statement of Commission
policy with respect to the acceleration of
the effective dale of a registration state-
ment.

The having amended Section 8
(a) of the Securities Act of 1933 to confer
upon the Commission discretion to accelerate
the effective date of registration statements
filed under the Securities Act of 1933, the
Commission declares that, pursuant to such
discretionary authority, it will be the general
policy of the Commission to accelerate the
effective date of registration statements filed
under the Securities Act of 1833 in accordance
with the following procedure:

In determining the date on which a regls-
tration statement shall become effective, the
Commission will consider, having due regard
to the public Interest and the protection of
investors,

(a) The adequacy of the disclosure and
compliance with the requirements of the Act,
and compliance with the applicable form and
instruction book and rules pertaining there-
to at the time the registration statement is
initially filed:

(b) The advisability of permitting the ac-
celeration of material amendments filed after
the initial filing date; and

(c) The character and date of Information
previously or concurrently filed under any
Act Administered by the Securities and Ex-
change Commission or by any other Pederal
Agmc) y or which 1s generally avallable to the
public,

It 15 expected that examination by the
Commission of registration statements and
amendments (if any) which have been pre-
pared with due regard to the matters set forth
in (a) above, will ordinarily. bs completed
within o few days after the fillng date, so
that as soon as an appropriate smendment
correcting the deflciencies, if any, and an
amendment setting forth the price, if the
price and terms of offering were not set forth
in the statement as inftially filed, (or mat-
ters relating to price such as redemption or
sinking fund, call prices, conversion prices or
such other matters relative to price or terms
of offering as the Commission may by rules
and reguiations determine) are filed, the
Commission will, subject to the above state-

ment of policy and the requirements of the

Act, congent to the filing of the amendments
and declure the statement effective as soon
as practicable.

The requirements of the Trust Indenture
Act of 1030 have materlally {ncreased the ex-
amination work of the Registration Division
of the Commission with respect to registra-
tion statements of securities to be issued un-
der Indentures which must be qualified under
that Act. It will further the effectuntion of
the above policy If drafts of such indentures
are submitted in reasonably final form for
consideration and discussion with the staff
as far s possible In advance of the actusl
fillng of the registration statement,

The Registration Division of the Commis-
slon has, In the past, made Its services avall-
able to proposed issuers of securities and
their counsel and accountants in crder to
give them advice with respect to questions
which might arise in connection with the
preparation of registration statements, The
Commission will continue this service Inso-
far an possible and will endeavor to assist
proposed registrants, in advance of filing, in
the solution of specific technical questions
which may arise.

It will be the Commission's pelicy to coop-
erate with registrants in order that the ef-
fectivences of registration statements filed
under the Securities Act may be expedited as
much, as possible consistent with the public
interest and the protection of investars,

For additional guldance, consultation with
the Commission at or before the time of filing
may enable the Commission, whenever pos-
sible, to indicate the approximate date on
which registration may become effective.

[Securities Act Release No. 2340, August
23, 1940]

§ 231.2623 Opinion of General Counsel
concerning the application of the third
clause of section € (1) in various situa-
tions.

I have been, asked to express my opinion
85 to the circumstances under which brokers
and dealers must use p; uses in connec-
tion with trading in the securities of Ameri-
can Telephone and Telegraph Company
covered by the registration statement which
became effective under the Securities Act.on
July 15, 1841,

In ‘order to make my discussion more

- clearly understandable in its application to

the various concrete situations which may
arise, I shall first describe briefly the nature

of the offering In question. The registration

statement covered $233,584000 in principal
amount of debentures of the Company, pro=-
posed to be offered by the Company pro rata
to its existing stockhoiders, without ths inter-
mediation of any underwriters, The state-
ment covered also full and fractional war-
“fants which the Company proposed to deliver
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10 its stockholders in evidence of their right
to purchase debentures from the Company,
These warrants were to be issued to all stock-
holders of reécord at the close of business on
July'25, 1041, and the registration statement
specified that the warrants would actually
be issued to stockholdegs on or about August
4, 1941. The warrants by thelr terms were
required to be exercised on or before August
29, 1041, Pursuant to an order of the Com-
misslon entered on July 11, 1041, the registra-
tion statement became effective at 4:456 P. M.,
E. 8. T, on July 15, 1941, So for ss practi-
cable, prospectuses were made generally avall-
able by the Company on July 16, 1041,

Before discussing the legal requirements
which have been applicable since the regia-
tration statement became effective, I should
like to point out that until the statement
became effective it was illegal for any broker
or dealer to use the malls or Instrumentalitics
of Interstate commerce to offer or soll either
the debentures or the warrants on a when-
issued basis, This was clearly stated in a
release published by the Commission on July
9, 1941 (Sscurities Act Release No. 2613),
Apparently, it was not sufficlently understood
that the prohibition of the statute extended
not only to offers and sales for immediate
execution, but also to solicitations of orders
which were not to be given and executed until
after the efféctive date of the statement,
Thus, a circular distributed by a broker or
dealer to his customers, describing the deben-
tures and the rights and suggesting that he
would be glad to receive and execute orders
after the statement became effective, was no
less a violation of the statute than a eircular
Inviting the immediate submission of orders
before the effective date. The same would
be true even If the circular carried a “hedge
clause™ specifically disclaiming any Intent to
solicit orders. If the circular in fact consti-
tuted a solicitation of orders it could not boe
brought within the Iaw by mere formal dis-
claimers, *

Now that the statement has become eoffec-
tive, there is no prohibition against offering
rights or debentures, or sollciting orders to
buy them, whether on a when-issued or an
1ssued basis. However, the Act requires that
if any prospectus relating to a registered
security s transmitted through the mails or
in interstate commerce, that prospectus must
be in the form of, or accompanied or preceded
by, the formal prospectus filed by the fssuer
with its registration statement. (For con-
venience, I shall call this prospectus a “formal
prospectus.” In the Act It Is referred toas a
“prospectus that meets the requirements of
eection 10.”) FPurthermore, even if in a par-
ticular sale no use is made of the mails or
interstate commerce to offer the security, or
to solicit orders to buy it, the security itself
must still be accompanled or preceded by the
formal prospectus when the security Is de-
livered through the malls or in interstate
commerce.

In applylng these principles to particular
situations, brokers and dealers should appre-
clate that the term “prospectus' as used In
the Sscurlties Act covers more than the kind
of formal document which the layman or-
dinarily has In mind when he uses the term,
Under the Act a “prospectus” includes every
kind of written communication which at-
temptd or offers to dispose of, or sollcits an
offer. to buy, a security for value, or which
constitutes a contract of sale or disposition
of a scourity for value. If the term “pros-
pectus” is construed in sccordance with its
language and spirit, it must In my opinion
be read to cover any document which s
designed to procure orders for a security, or
to effectunte the disposition of a security,
whether or not the document purports on its
face to offer the security for sale, or otherwise
to dispose of it for value.

In the light of these general principles let
me discuss concrete examples which will il-
lustrate In greater detail the application of
the prospectus requirements of the Act to
transactions occurring after the effective date
of the registration statement,




Question I—John Doe, a dealer, writes a
letter to Richard Roe, ane of his customers,
offering him warrants, on a when-issued
basis, for ten $100 debentures. Must John
Doe send a copy of the formal prospoctus
with his letter?

Answer —Yes, John Doe’s letter itaelf falla
within the broad definition of “prospectus”
in the Act. As such, It must, In order to
comply with the Act, either be in the form
of the formal prospectus—which it obviously
is not—or else be preceded or sccompanied
by & formal prospectus,

Question 2~Inatead of writing a letter to
Richard Roe, John Doe calls him on the tele-
phone and offers him the warrants. Richard
Roe accepts; and John Doe thereupon mails
him a confirmation of the sale, Must John
Doe send a cop gnof the formal prospectus with
his confirmati

Answer~Yes, The term * us” s
defined In the Act broadly onough to Inciude
within {ts meaning an ordinary confirmation;
and since the confirmation is not itself a
formal prospectus, it, like the offering letter
in Question 1, must be accompanied or pre-
ceded by a formal prospectus,

Question 3. John Doe happens to know
that his customer, Richard Roe, is aiready o
stockholder of American Telephone and Tele-
graph Company, and has therefore already
received a prospectus from the Company 1t-
self, Must John Doe still, In the situation
described in Questions 1 and 2, send Richard
Roe a formal p ?

Answer. Yes, In requiring that a letter
offering registered securities, or an confirma-
tion, must be accompanied or preceded by a
formal prospectus, the Act requlres further
that this formal prospectus shall have been
sent or given—not by anyone, but by the
person who sent the letter or confirmation, or
by his principal. John Doe 1s not acting for
American Telephone and Telegraph Cmnpuny
Consequently, the fact that Richard Roe has
received a prospectus from American Tele-
phone and Telegraph Company does not affect
the responsibility that John Doe has to
comply with the prospectus requirements,

Question 4. On August 5, 1941, John Doe
telephones Richard Roe, his customer, and
states that he has warrants fpr ten 8100
debentures, and will be glad to sell them to
Richrrd Roe, Richard Roe accopts the offer.
John Doe thereupon immediately puts the
warrantsa in an envelope, and mails them to
Richard Roe. Must John Doe enclose also a
copy of the formal prospectus?

Anrswer, Yes, The Act requires that reg-
istered securities, when delivered through the
malls or in interstate commerce, shall be
preceded or sccompanied by a formal pros-
pectus; and since John Doe made an oral
offer, without sending a formal prospectus, he
must send one with the warrants.

Question 5. In the course of the conversa-
tion described in Question 4, Richard Roe
mentions that he is already a stockholder of
American Telephone and Telegraph Company,
and 5o has received a copy of the prospectus,
Must John Doe nevertheless send him another
copy?

Answer, No, In requiring that securities,
when delivered, be accompanied or preceded
by o prospectus, the Act does not require that
the prospectus shall have been sent or given
by the person making the delivery. It is
enough that the purchaser shall already have
received a prospectus from some source,
(Owing to the particular wording of the Act,
this situation must be carefully distinguished
from the case In Question 3.)

Question 6.  John Doe, & broker, receives an
unsalicited telephone call from Richard Roe,
asking him to purchase for Richard Roe's
account warrants for ten 8100 debentures.
John Doe does so, and sends them to Richard
Roe by mall. Must he send a copy of the
prospectus with the warrants?

Answer, No, The prospectus require-
ments of the Act do not epply to unsolicited
brokers’ transactions, whether executed on an
exchange or over the counter,

.
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Question 7. Richard Roe telephones John
Doe, his broker, and states that he has certain
warrants which he would like John Doe to sell
for his sccount. John Doe does 50, and sends
him a confirmation of the transaction. Must
John Doe at the same time send him & copy
of the prospoectus?

Answer. No. Inconfirming asell order on
o brokerage basis, John Doe Is not within the
prospectus requirements of the Act.

Question §. Pursuant to the sell order
received In Question 7, John Doe sells Richard
Roe's warrants to Henry Hoe, another dealer,
who purchases for his own account. Must
John Doe, in confirming the sale to Hoénry
Hoe, or in delivering the warrants to him, send
him a copy of the prospectus?

Answer. No. John Doe, in making the
sule, 15 completing the execution of an unso-
licited brokerage order, and therefore is
exempt from the prospectus requirements,

Question 9, John Doe writes to his cus-
tomer Richard Roe, whom he knows to be a
stockholder of American Telephone and Tele-
graph Company and offers to sell for him the
warrants he has received. Must John Doe
send Richard Roe a formal prospectus with
his letter?

Answer. No, since he 15 offering to sell for
him, not fo him.

Question 10. As a result of the letter de-
scribed In Question 9, Richard Roe gives John
Doe a sell order, and John Doe sells the rights
to Henry Hoe. When he malils the warrants
to Henry Hoe, must he send a copy of the
prospectus with them?

Answer. Yes. The transaction, although
on & brokerage basis, results from a solicita-
tion, and consequentiy the prospectus re-
quirements are applicable to John Doe's sale
to Henry Hoe.

Question 11. John Doe writes a letter to
Richard Roe, his customer, offering to pur-
chase rights for his sccount. Must John
Doe enclose in his lotter a copy of the pros-
pectus?

Answer, Yes. Even though John Doe acts
as broker in the transaction, he is soliciting
an offer to buy, and Is therefore subject to
the prospectus requirements of the Act,

In an effort to be of the greatest assistance
to brokers and dealers in the practical con-
duct of thelr business, I huve endeavored to
state the foregoing fllustrative questions and
answers in &s non-technical a fashlon as pos-
sible, Anyone desiring more detalled in-
formation as to the statutory basis for the
answers I have given, or wishing informa-
tion as to any situations which I have not
covered, 15 welcome to nddress a further
inquiry to this office.

{?‘ec;mtles Act Release No. 2623, July 25,
1

§231.28089 Extract from letter of Di-
rector of the Corporation Finance Divi-

sion to sections 20 and 34 (b). 'This re-
lease is the same as Investment Com-
pany Act Release No. 446. (17 CFR,
271446) [Securities Act Release No.
2899, February 5, 1943]

§ 231.2955 Opinion of the Director of
the Trading and Exchange Division re-
lating to the violation of the anti-fraud
provisions of the Securities Act by ma-
nipulation of prices of securities not
registered on a national securities ex-
change. This release is the same as Se-
curities Exchange Act Release No. 3505.
(17 CFR, 241.3505) [Securities Act Re-
lease No. 2955, November 16, 1643]

§ 231.2956 Opinion of the Director of
the Trading and Exchange Division re-
lating to the violation of the anti-fraud
provisions of the Securilies Act in cases
of a “syndicate account” while members
of the syndicate or selling group are en-
gaged in the retail distribution of such
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security. This release is the same as
Securities Exchange Act Release No.
3506. (17 CFR, 241.3506) (Securities
Act Release No, 29566, November 11, 19431

§ 231.2097 Statement of the Commis-
sion relating to the anti-fraud provisions
of section 17 (a) of the Securities Act of
1933 and sections 10 (b) and 15 (¢) (1)
of the Securities Exchange Act of 1934.
This is the same as Securities Exchange
Act Release 3572. (17 CFR, 241.3572)
[%\mues Act Release No, 2997, June 1,
19441

§ 2313000 Opinion of the Chief Coun=
sel to the Corporation Finance Division
relating to section 3 (a) (10): -

You have requested my opinion as to the
legality of trading on & when-issued basis in
the new common stock proposed to be l=sued
by The Laclede Gas Light Company under a
voiuntary plan approved by the Commission
on May 27, 1944, pursuant to section 11 (e)
of the Public Utility Holding Company Act
of 1935 (Holding Company Act Release No,
5071). You have Inguired specifically
whether the Commission’s order approving
the plan resulted in exempting such trading
from the registration and prospectus provi-
sions of the Securities Act of 1933 by virtue
of section 3 (a) (10) of that Act,

JI shall speak only of when-issued trading
over the counter, because when-issued trad-
ing on a national securities exchange is sub-
ject to the Commission’s Regulation X-1203
under the Bscurities Exchange Act of 1934,
Under that Act and Regulation registration
of a gecurity for when-issued trading on an

is subject to various conditions in
addition to compliance with the Securitles
Act of 1883,

It is my opinion that the exemption af-
forded by section 3 (a) (10) of the Securities
Act of 1633 will not be avaliable for any when-
issued sales or offers to sell untll the date
the plan is enforced by the appropriate
United States District Court pursuant to
section 11 (e) of the Public Utility Holding
Company Act of 1835,

Section 5 of the Becurities Act of 1833 pro-
vides in substance that no person shall eell
or offer to sell any security through the mails
or in Interstate commerce uniess a registra-
tion statement as to that sscurity is in effect
with this Commission and n specified form of
prospectus Is used. Section 3 (a) (10) of the
Securities Act of 1033 exempu from the pro-
visions of Section 5:

“Any security which {s Issued In exchange
for one or more bons fide cutstanding seour-
ities, clalms or property interests, or partly
in such exchange and partly for cash, where
the terms and conditions of such issuance
and exchange are approved, after a hearing
upan the falrness of such terms and condi-
tions at which all persons to whom It 1s pro-
posed to lssue securities in such exchange
shall have the right to appear, by any court,
or by any official or agency of the United
States, or by any State or Territorial bank-
ing or insurance commission or other gov-

ernmental authority exprwly suthorized by
law to grant such approval,”

In my opinion the terma and conditions
of the issuance and exchange of a security
are not “approved” within the meaning of
section 3 (a) (10) untll completion of the
total process of approval required in the
particular case. The Commission’s order ap-
proving the Laclede plan specifically provided
“Thet this order shall not be operative to
authorize the consummation of transactions
proposed in the plan as amended until an
appropriate federal district court shall, upon
application thereto, enter an order enforeing
such plan.” In view of this provision, it can-
not be saild that the terms and conditions of
the issuance and exchange of the new Laclede
common have as yet been “a " within
the meaning of section 3 (a) (10) of the
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Securities Act of 1933, Such approval will
not occur until the date of entry of a Dis-
triet Court order enforeing the plan,

Consequently, any dealer who makes use
of the malls or any means of interstate com-
merce to sell or offer to sell new Laclede
common “when lssuced" prior to court en-
forcement of the plan will violate Section 5 of
the Securities Act of 1933. This applies also
to any broker who, as a result of the solicita-
tion of a customer’s order, sells or offers to sell
“when issued™ on an agency basis.

I might add that in my opinion the taking
of an appeal to the Circuit Court of Appeals
from the order of the District Court en-
forcing the plan, or the institution of fur-
iher review proceedings in the Supreme
Court of the United States, would not render
unavellable the exemption under section 3
(1) (10) of the Securitles Act, and hence
wouid not affect the legality of when-issued
trading, unless the order of the lower court
were stayed pending the appeal.

[Securities Act Release No. 3000, June 7,
1844

§ 231.3011 Opinion of the Chief Coun-
sel to the Corporation Finance Division
relating to section 3 (a) (10).

You have requested my opinlon as to the
legality of trading on a when-issued basis
in the new debentures and common stock
contemplated by the plan of reorganiza-
tlonof * * * and * * * approved by the
United States District Court for the Southern
Distriet of Now York on August 26, 1944,
pursuant to section 174 of Chapter X of the
Bankruptey Act, It is my understanding
that the plan has not yet been finally con-
firmed by the court pursuant to Section 221
of Chapter X, Before a confirmation order
can be entered, it will, of course, be n
far the plan to be accepted In writing by
two-thirds of each class of creditors of each
corporation participating in the plan.

I shall speak only of when-lssued trading
cver the counter, b when-! d trad-
ing on a national securities exchange is
subject to the Commission’s Regulation
X-12D3 under the Securitles Exchange Act
of 1934. Under that Act and Regulation
registration of a security for when-issued
trading on an exchange Is subject to various
conditions In addition to compliance with
the Securities Act of 1933 and, in the case
of a debt security, the Trust Indenture Act
of 1939, -

It is my opinion that any sales or offers of
sale of the new debentures or common
stock made through the malls or In inter-
state commerce prior to final confirmation
of & plan under section 221 of Chapter X
would violate the registration and protpectus
provisions of Section 5 of the Securities Act
of 1933, It is my opinion further that any
sales or offers of sale of the now debentures
made through the malls or in Interstate
commerce prior to quhlification of an in-
denture with this Commission would violate
the provisions of Section 306 of the Trust
Indenture Act of 1939,

Section 5 of the Securities Act of 1933 pro-
vides In substance that no person shall sell or
offer to sell any security through the mails
or in Interstate commerce unless n registra-
tion statement as to that security Is in effect
with this Commission and a specified form of
prospectus Is used. Section 306 of the
Indenture Act of 1032 provides in substance
that no person shall sell or offer to sell any
bond or debenture or other debt security
through the malls or in interstate commerce
unless that security has been or s to be issued
under a specified form of indenture which
has been effectively qualified with this
Commission.

Section 264 of Chapter X of the Bank-
rupicy Act exempts from the registration
and prospectus provisions of Section § of the
Securities Act of 1933 “any transaction in any
security issued pursuant to & plan in ex-

change for securities of or clalms against the

debtor or partly In such exchange and partly
for cash and/or property * * *" Section
3 (a) (10) of the Securities Act of 1033 ex-
empts from the registration and prospectus
provisions of Section § of that Act,

“Any security which Is issued In exchange
for one or more bona fide outstanding secu-
rities, claims or property interests, or partly
in such exchange and partly for cash, where
the terms and conditions of such issuance
and exchange are spproved, after & hearing
upon the falrness of such terms and condi-
tions at which all persons to whom it is

to issue securities In such exchange
shall have the right to appear, by any court,
or by any official or agency of the United
States, or by any State or Territorial banking
or Insurance commission or other govern-
mental authority expressly authorized by law
to grant such approval.”

Neither of these exemptions applies to the
provisions of Section 306 of the Trust Inden-
ture Act of 1039 requiring the qualification
of an Indenture In respect of asny debt
socurity,

So far as the new common stock contem-
plated by the plan is concerned, it is my opin-
ion that there will be no exemption under
either Section 264 of Chapter X of the
Bankruptey Act or section 3 (a) (10) of the
Securities Act of 1933 until final confirmation
of a plan pursuant to Section 221 of Chapter
X. It seems clear that no security can be
issued “pursuant to a plan,” as required by
Sectlon 264, prior to its confirmation under
Section 221. It seems clear also that the
terms and conditions of the lssuance and
exchange of the new common stock cannot
be sald to have been “approved,” as required
by section 3 (a) (10), until entry of an order
of confirmation by the court. As I have
stated In an eariier opinion (Securities Act
Release No. 3000), in which I considered the
similar problem of the applicabllity of sec-
tion 8 (a) (10) to a plan approved by this
Commission pursuant to section 11 (e) of the
Public Utllity Holding Company Act of 1835
but not yet approved or enforced by a District
Court, it is my opinion that the approval
contempliated by sectlon 8 (a) (10) is the
total process of approval which s required by
the particular statute relied upon to grant
an exemption under that section. In the
case of & reorganization under Chapter X of
the Bankruptey Act, the total process of ap-
proval required for the issuance of any secu-
rity pursuant to a plan {s final confirmation
by the court under section 221, Neither ap-
proval of a plan by the court under Section
174 nor preliminary approval of a plan by this
Commission under section 11 (f) of the Pub-
lic Utllity Holding Company Act of 1935 where
& public utility holding company is involved,
as In the present case, completes the total
process of approval required,

What I have sald thus far applies to the
new debentures as well as the new stock, In
addition, since the new debentures are sub-
Ject to the Trust Indenture Act of 1939 as
well as the Securities Act of 1933, and since
neither the exsemption in section 284 of
Chapfer X nor the exemption In section
3 (a) (10) of the Securities Aot of 1933 ap-
plies to the Trust Indenture Act of 1939, a
trust indenture for the new debentures will
have to be effectively qualified with this
Commission before there can be any when-
issued trading in the new debentures,

Consequently, any dealer who makes use
of the malls or any means of interstate com-
merce to sell or offer to sell new debentures
or common stock on a when-issued basis
prior to confirmation of a plan by the court
will viclate section § of the Securities Act
of 1933 and seotion 306 of the Trust Inden-
ture Act of 1939, and any dealer who makes
use of the mails or any means of interstate
commerce to sell or offer to sell new deben«
tures on a when-issued basis prior to quali-
fication of an indenture will violate section
306 of the Trust Indenture Act of 1939. This
applles also to any broker who, as a result
of a sollcitation of & customer's order, sells
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or offers to sell “when issucd™ on an sgency
basls,

I might add that in my opinion the taking
of an appeal from an ultimate District Court
order of confirmation would have no effect
upon any of the opinions here expressed un-
lesa the order of the lower court were stayed
pending the appeal,

[Securities Act Release No. 3011, August
28, 1944)

§ 231.3038 Statement dy Commission
relating to section 3 (a) (10),

Although the court's confirmation of the
plan exempts both bonds and stoek from
registration under the Securities Act of 1833,
the bonds are not exempt from the necessity
of qualifying an indenture under the Trust
Indenture Act of 1930. No application for
qualification of the indenture for thess bonds
has 8s yet been filed with the Commission,

For the reasons stated In Securities Act
Release No. 3011 (August 28, 1044), it is the
view of the Commission that when-issued
trading in thes¢ bonds cannot legally be un-
dertaken until an application for qualifica-
tion of the indenture has become effective
under the Act. Moreover, written offers of
bonds will be legal thereafter only if made
by ar accompanied or preceded by & written
statement con an analysis of certain
of the indenture'provisions as required by
section 305 (c) of the Trust Indenture Act.

Sales made In violation of the Trust In-
denture Act will subject brokers or dealers
o injunctive proceedings, criminal prosecu-
tion and other penalties froposed by law.

[Securities Act Release No. 3038, Janu-
ary 4, 1945)

£231.2043 Opinion of Director of
Trading and Exchange Division, relating
to Section 206 of the Investment Advisers
Act of 1940, section 17 (a) of the Securi-
ties Act of 1933, sections 10 (b) and 15
(¢) (1) of the Securities Exchange Act
of 1924. This release is the same as In-
vestment Advisers Act Release No. 40
(17 CFR § 276.40), [Securities Act Re-
lease No. 3043, February 5, 1045)

§ 231.3055 Statement of Commission
volicy as to acceleration of the effective
date of a registration statement where
a selling stockholder does not bear his
equitable proportion of the expense of
registration,

Sectlon 8 (a) of the Securities Act of 1033
provides that “the effective date of a regis-
tration statement shall be the twentieth
day after the filing thereof or such earlier
date as the Commission may determine,
having due regard to * * * the public
interest and the protection of investors.” In
passing upon request for acceleration of the
effective date of statements covering securi~
ties to be distributed for the account of sell-
ing stockholders, the Commission considers
that the statutory standard is not met in
cases where the selling stockholder does not
bear his equitable proportion of the expense
of registration, and for that reason will not
order acceleration In.such cases,

[Securities Act Release No. 3055, April
7, 198451

§ 231.3061 Statement of Commission
policyras to the acceleration of the eflec-
tive date of a registration statement in
cases where an inadequate “red-herring”
prospecius has been issued.

Section B (a) of the Securities Act of 1933
provides that the “effective dute of a regis-
tration statement shall be the twentieth day
after the filing thereof or such earlier date
a3 the Commission may determine, having
due regard to the adequacy of the informa~
tion respecting the lssuer theretofore availe
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able to the public * * * and to the
public interest and the protection of In-
vestors.” In considering a request for ac-
celeration of the cffective date of a regis-
tration statement in adcase where a *red
herring” prospectus which was Inaccurate
or inadequate in material respects has been
circulated the Commission considers that

the statutory standards of this section have

not been met., Accordingly the Commission
will not order scceleration in such & case
until it has recelved satisfattory sssurances
that by appropriate means the nature of the
material amendments to the registration
statement have been communicated to thisa

to whom the ‘rTed herring™ pro-
spectus was distributed.

[Securities Act Release No. 3061, April
30, 19451

§ 231.3115 Statement by Commission
with respect to representations that the
Commission has approved the price of a
security offered to the public under a
registration statement.

Norx: Inasmuch &s the name of the corpo-
ration is not deemed material at this time, it
has been deleted from the statement.

The Commission’s attention has been di-
rected to the issuance of a press dispatch
which states that the Commission had ap-
proved the price of $20.25 per share for the
common stock of offered to the
public on January 23 under an effective reg-
istration statement.

The Commission is not empowered under
the Securities Act of 1933 either to approve
or disapprove the price at which any security
is publicly offefed. Consequently the state-
ment referred to is Inaccurate, Moreover,
the Commission under this Act does not
have the power to pass upon the merits of
any Issue of securities,

It 15 unlawful under the Securities Act
to make any representation that the Com-
misslon has In. any way passed upon the
merits of, or given approval to, securities
registered with it. The primary object of
that Act Is to protect investors by requiring
full and sccurate disclosure of all materinl
facts concerning securities publicly offered
for sale.

[Securities Act Release No. 3115, Janu-
ary 24, 19461

§ 2313899 Letter of the Director of
the Corporation Finance Division relat-
ing to sections 14 and 18. This release
is the same 8s Securities Exchange Act
Release No., 3380. (17 CFR, 341.3380)
[Securities Act Release No. 3899, Febru-
ary 2, 19431

PART 241—INTERPRETATIVE RELEASES RE-
LATING TO THE SECURITIES EXCHANGE
Act or 1834 axp Gntnn. RULES AND
REGULATIONS

Sec,

2121 Excerpt from letter relating to
section 16 (n).

24168 Statement by Commission to cor-

rect the erroneous impression
created by certaln commercial
institutions with respect to the
necessity of filing reports with
the Commission,

'The Interpretative opinjlons included
herein are opinions issued in the past for
the guldance of the public by members of
the Cemmission's staff (or In a few In-
stances by the Commission) and heretofore
made public pursuant to Commission au-
thorization. The opinions are to be read as

Sec.

241.116 _ Letter of General Counsel relating
to section 16 (a).

241,176 (A) Oplnlon of General Counsel re-

ting to section 16 (a).

2212 Exeerpt from a general letter re-
lating to section 16 (a).

Opinion of the Director of the Di-
vision of Forms and Regulations
discussing the definition of "“par-
ent” as used in vArlous forms
under the Securities Act of 1933
and the Securities EXchange Act
of 1034,

Statement by the Commission with
respect to the purpose of the
disclogure requirements of sec-
tlon 14 and the rules adepted
thereunder,

Opinion of the Director of the
Trading and Exchange Division
relating to Rules X-15C1-6 and
X-10B-2. (17 CFR, 240, 15C1-6,
240, 10b-2)

Opinion of the Director of the
Trading and Exchange Division
relating to Rule X-15C1-1 (a).
(17 CFR, 240, 15C1-1a)

Partial text of letter of February
8, 1038, from the Secretdry of the
New York Stock Exchange to its
members, relating to Rules
X-3B-3, X-10A-1 and X-10A-2
(17 CFR, 240, 8b-3, 240, 10a-1,
240, 10a-2), together with a let-
ter from the Director of the
Trading and Exchange Division,
concurring in the opinions ex-
pressed by the exchange.

Opinion of the General Counsel
relating to section 16 (a).

Letter of General Counsel concern-
ing the services of former em-
ployees of the Commission In
connection with matters with
which such employees become
familiar during thelr course of
employment with the Commis-
slon.

Statement of the Commission and
separate statement of Commis-
sioner Healy on the problem of
rogulating the “pegging, fixing
and stabllizing” of security prices
under sections 9 (a) (2), 9 (n)
(6) and 15 (c) (1) of the Securl-
tles e Act.

Statement of Commission respect-
ing distinctions between the re-
porting requirements of section
16 (a) of the Securities Exchange
Act of 1924 and section 30 (f) of
:!9\:0 Investment Company Act of

Statement of Commission issued in
connection with the adoption of
Rules X-8c-1 and X-15C2-1 (17
CFR, 240, BC1, 240, 15C2-1) under
the Becurities Exchange Act of
1034 relating to the hypotheca-
tion of customers securities by
members of national securities
oxchanges and other brokers and
dealers,

241.1131

2411350

2411411

2411571

of the date of original publication and in
the context of the rules, statutes and cir-
cumstances then existing. However, opin-
lons or portions of opinians which are clearly
obsolete have been omitted. While it is not
clear that publication of lnt«pnuuvo opin-
lons of this kind in the FroEran REGISTER is
required, It Is believed that such publication
may be helpful to the public and that it falls
within the spirit of the Administrative Pro-
cedure Act,

Where rules referring to an opinlon have
been renumbered since the issusnce of the
opinion, the new designations are indicated
In brackets.
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2412822 Opinlon of General Counsel relat-
ing to paragraph (b) (2) (1)
of Rules X-8C-1, and X-15C2-1
under the Securities Exchange
Act. (17 CFR, 240, BC-1, 240,
15C2-1)

Partial text of letter sent by the
Director of the Trading and Ex-
change Division to certain secur-
ities dealers who had falled to
keep records of the times of
thelr securities transactions, as
required by Rules X-17A-3 and
X-17A-4, under the Sacurities
Exchange Act. (17 CFR, 210.
17A-3, 240, 17A-4)

Opinton of General Counsel relat-
ing to the anti-manipulation
provisions of seotions 9 (a) (2),
10 (b) and 15 (¢) (1) of the Se~
curities Exchange Act ns well as
section 17 (a) of the Securities
Act of 1933,

Opinion of the Chief Counsel to
the Corporation Finance Divi-
sion reilating to when-issued
trading of securities the issuance
of which has already been sp-
proved by a federal district court
under Chapter X of the Bank-
ruptey Act.

Statement of Commission policy
with respect to the acceleration
of the effective date of & regis-
tration statement.

Letter of the Director of the Cor-
poration Finance Division reiat-
ing to sections 14 and 18,

Excerpts from letters of the Direc-
tor of the Corporation Finance
Division relating to section 14
and Schedule 14A under Regu-.
Iation X-14. (17 CFR, 240, 14)

Opinion of the Director of the
Trading and Exchange Division
relating to the anti-manipula-
tion provisions of sections 9 (a)
(2), 10 (b), and 15 (¢) (1) of
the Securities Exchange Act of
1934, and 17 (a) of the Securities
Act of 1033,

Opinton of the Director of the
Trading and Exchange Division
relating to the anti-manipuls-
tion ons of sections 9 (a)
{2),10 (b), and 15 (c) (1) of the
Securities Exchange Act of 1934
and 17 (a) of the Securities Act
of 1033,

Statement of the Commission re-
lating to the anti-fraud provi-
sions of section 17 (a) of the
Securities Act of 1933 and sec-
tions 10 (b) and 15 {¢) (1) of
the Securities Exchange Act of
1934, -

Letter of the Director of the Cor-
poration Finance Division re-
Iating to section 20 and Rule
X-14A~7 under the Securitics
Exchange Act of 1934. (17 CFR,
240, 14A-T) :

Statement by Commission relsting
to Section 3 (a) (1),

Statement of the Commission In

241.3056

3-M, one of the forms for reg-
fstration of over~the-counter
brokers or dealers under section
16 (b) of the Securitles Ex-
change Act of 1934, and to Rule
X-15B-2, (17 CFR 240, 15B2)
the rule governing the filing of
supplemental statements to such
applications,

2413808 Statement by Commission relat-
ing to adoption of Rule X-13A-
6B. (17 CFR, 240, 13A-6B)
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§ 24121 Excerpt from letler relating
1o Section 16 (a).

With regard to the monthly reports pro-
vided for in Section 10 (a), no reports are to
te made except when there has been a change
in ownership during a month subsequent to
October, 1934, Every change of ownership
must be reported even {if, as a result of bal-
ancing purchases and sales, there has been
no net change in holdings over the month,
These reports of changes are 1o be filed on
Form 4 directly by officers and directors and
by any person who, at any time during such
month, has been directly or Indirectly the
beneficlal owner of more than 10 percentum
Of any class of any equity security (other tfan
an exempted security) registered upon &
national securities exchange, even though no
such stock is held at the end of the month,

In addition to the monthly reports above
discussed, & report must be made following
the registration of n security, if such regis-
tration {s not a temporary registration of o
security already listed. In the cnse of secu-
rities temporarily -registered, directors, offi-
cers, and principal security holders need
make no report at the time of registration,

A third type of report required under sec-
tion 16 is called for in the case where a person
becomes a director, officer, or holder of more
than 10% of an equlty security on or after

lovember 1, 1034, (or at any time on or after

ber 1, 1934, If the registration is not the
temporary registration of a secrrity already
listed), In this third type of case, o réport
must be filed on FPorm 6, unless, by virtue of
being already a member of the class of per-
gons required to make reports with respect
to the same security, the holder files a state-
ment on Form 4 for the same month, * ¢ ¢

The word “person™ in the foregoing para-
Eraphs should be construed to cover any in-
dividual or corporation, including any hold-
ing company, holding stock of the registered
company.

If the company where stock s registered
has n class of equity stock which is not listed
or registered, officers and directors must re-
port any changes of their holdings in the
unreglstered stock just as they would report
such changes In the registered stock,

A person ‘who Is not an officer or director

of a listed company need not report his hold«
ings and transactions In any unregistered
equity security unless he is the holder of
more than 10 percent of a registered equity
security (other than an exempted security),
in which case his holdings and transactions
in all of the equity securities of the listed
company in whiclkr he is a principal stock-
holder are to be reported. If, however, such
stockholder holds more than 10 percent in
the unregistered equity security of a listed
company and less than 10 percentum in the
listed and registered security, no report is
necessary,
All of these reports should be made by the
director, officer, or stockholder and not by the
corporation, They are to be made directly to
the exchange and to the Commission.

Note that the definition of “equity secu-
rity" contalned in the Act i§ brouder than
that which is ordinarily attributed to the
term. It means any stock or similar seourity,
whether preferred or otherwise, or any secu-
rity, even though it might be a first mort-
gage bond, which is convertible Into an equity
security, or which carries any warrant or right
1o subscribe to or purchase an equity secu-
rity. It also iIncludes any warrant or right
which is detached from other securities, but
which conveys the right to subscribe to or
purchase an equity security, The Commis-
sion may make rules covering other securities
which will define them as “equity securities ”

To avold confusion, it should be noted
that, although the Act provides that, in ap-
plications for registration other than tem-
porary registration of securities already listed
the corporations should report each security
holder of record holding more than 10 per-

cent of any class of any equity security of
the lssuer (other than an exempted seourity);
nevertheless the obligation to make individ-
ual reports by largs stockholders, as distine
guished from officers and directors, depends

"upon the beneficial ownership, directly or

Indirectly, of such equity stock, and not upon
the matter of record,

If any equity security is listed upon more
than one exchange, a soparate report should
be filod With each exchange and a duplicate
original of each such separate report with the
‘Commission,

[Securities Exchange Act Release No. 21,
October 1, 1934]

§241.68 Statement by Commission to
correct the erroneous impression created
by certain commercial institutions with
_respect to the necessity for filing reports
with the Commission,

Where no securities of a corporation are
listed or admitted to unlisted trading privi-
leges on any national securities exchange,
such a corporation is under no duty to file
reports under Section 12 or 13 of the Securi-
ties Exchange Act, nor Is such a corporation
subject to the requirements of Section 14 as
to the solicitation of proxies for the voting
of its stock. FPurthermore, Section 16 does
not require reports from such a corporation
or from its officers, directors or stockholders
#3 to holdings of or transactions in jts stock,
Although Section 15 of the Act authorizes the
Commission to require registration of secu-
rities sold on over-the-counter markets, no

“such requirements have as yet been promul-
gated,

[Securities Exchange Act Release No. 68,
July 22, 1934)

§241.116 Letter of General Counsel
relating to section 16 (a).

One who is already a director or officer of &
company having a class of equity securities
registered as listed securities, and who is ap-
polnted or elected to the same or & different
position, either as officer or director of the
same company does not, in my opinion, st the
time of such election or appointment, “be-
come"” o director or officer within the meaning
of section 16 (a) of the Securities Exchange
Act and Rule X-16A-1 (17 CFR 240.16a-1)*
[formerly designated Rule NA1]. Accord-
ingly, 1t is not necessary for such a director
or officer to file a statement on Form 6 by
reason of such election or appointment, Of
course, this has no bearing on his duty to
file Form 4 in case of & change of ownership,
or Form 5 at the time of permanent registra-
tion, as specified In Rule X-16A-1 (17 CFR,
240.16a-1)* [formerly designated Rule NA1j,

The Commission also made public the
substance of another opinion rendered by
its General Counsel, regarding the time
at which changes in ownership are con-
sidered to occur for the purpose of re-
ports required of directors, officers and
principal stockholders under section 16
(a) of the Securities Exchange Act.

In my opinion an officer, director or stock-
holder Is to be deemed to have acquired bene-
ficlal ownership of a security at the time
when he takes a firm commitment for the
purchase thereof, and to divest himself of
such beneficial ownershlp at the time when
he takes n firm commitment for the sale
thereof. If it is necessary that certain condl«
tions be satisfied prior to the consummation
of the purchase or sale, and if it is uncertain
whether such conditions will be satisfled,
then it would appear that the officer, di-
rector or stockholder would not acquire bene-
ficlal ownership, or divest himself thereof,
until such time as such conditions are satis<

3 Redesignation as of September 10, 1938,
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fled and the undertaking to purchase or gell
becomes o firm commitment.

[Securities Exchange Act Release No. 1186,
March 9, 19351

§ 241175 Opinion of General Counsel
relating to section 16 (a).

There has been presented the question of
whether a husband is the beneflclal owner
of securities held by his wife. The problem
is significant in deciding whether such se-
curities should be included by officers and
directors in their reports under section 16
and by other persens in computing their
ownership for purposes of deciding whether
they are the beneficial owners of more than
10% of any class listed and registered equity
security,

The mere fact that a wife, as a bookkeep-
ing matter, keeps the securities in her sepa-
rate estate Is not conclusive In determining
whether her husband s the beneficlal owner
of the securities so held, within the mean-
ing of section 16 (a) of the Securities Ex-
change Act, Whether or not the husband
is the beneficlal owner of such securities
depends upon whether by reason of any con-
tract, understanding, relationshlp, agroee-
ment or other arrangement he has benefits
substantially equivalent to those of owner-
ship. The husband would also appear to be
the beneficial owner of the securities held by
his wife iIf he has the power to vest or re-
vest In himself the full legal and equitable
title at once, or at some future time, without
payment of other than a nominal considera-
tion. If the husband has no such benefits
or powers, he would not appear to be the
beneficial owner of the securities so held,

If securities are held by other members of
the family, the same test seems to me appro-
priate. Attention is called to the fact that
aithough & report includes the holdings of
other members of the family of the person
filing the report, he may avall himself of the
privilege granted by Rule X-16A-8 (d)'
[formerly designated Rule NA3 (d) (17 CFR,
240.16a-3) | and disclalm that such report Is
an admission that he is the owner of the
securities held in the name of such other
members,

[Securities Exchange Act Release No.
175, April 16, 1935]

§241.227 Ezcerpt from a general
letter relating to section 16 (a).

The application for registration of certain
equity securities of the having
become effective, it s required that a report
be filed on Form 5 separately by each officer,
director, and direct or indirect beneficlal
owner of more than 10 per cent of any listed
equity security of such lssuer,

Form 5 must be filed even though the
securities, the registration of which has be-
come effective, have been temporarily
registered.

This report should disclose the beneficial
ownership by the person filing the report,
&3 of the effective date of the registration, of
all equity securities of such issuer, whether
or not they are listed and registered. In
case any director or officer owns no such
securities, he should nevertheless file n re-
port on Form 5 expressly stating that he has
no such ownership. In this connection your
attention Is directed to the provisions of
Rule 1-16A-1 (c) (17 CFR, 240.16-1) as
amended.

If a report is made on Form 4 with respect
to equity securities of the same issuer for the
month in which registration became effoc-
tive, no report on Form 5 need be filed.

[Securities Exchange Act Release No. 227,
May 14, 1935) '
§ 241.1131 Opinion of the Director of

the Division of Forms and Regulations
discussing the definition of “parent” as
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used in various forms under the Securi-
ties Act of 1933 and the Securities Ex-
change Act of 1934, This is the same as
Securities Act Release No. 1376 (17 CFR,
231.1376) [Securities Exchange Act Re-
lease No. 1131, April 7, 1937].

§ 241.1350 Statement by Commission
with respect to the purpose of the dis-
closure requirements of Section 14 and
the rules adopted thereunder.

Nore: Because the names of the corpora-
tions involved are not deemed material at
this time, they Lave been deleted from the
statement,

The Commission's Proxy Rules under
Section 14 of the Securitles Exchange Act of
1034 compel the Commission to reguire that
a certain minima of information must be
given to security holders in connection with
the solicitation of proxies by corporations,
analogous to the disclosure requirements of
the Becurities Act of 1033, The purpose of
these rules is to prevent the dissemination
to the security holders and to the general
public of untruths, hali-truths, and other-
wise misleading information which would
stand in the way of & fair appraisal of a
plan upon its merits by the security holders.
The Commission under the Securities Act of
1933 and under its Proxy Rules has no au-
thority to pass upon the fairness or the
merits or demerits of any such plan; nor
to interfere in the consummation of any
such plan where full and complete disclosure
has been made., The Commission’s author-
ity here (unlike its authority under the Pub-
lic Utility Holding Company Act of 1035)
doeas not extend to the question of the fair-
ness or equity of any such plan, However,
we must insist upon an accurate presenta-
tion not only of the detalls of the pian
but 6 the conditions surrounding the pro-
M e ew

[Securities Exchange Act Release No,
1350, August 13, 1937]

§ 2411411 Opinion of the Director of
the Trading and Exchange Division re-
lating to Rules X-15C1-6 (17 CFR
240.15C1-6) and X-10B-2 (17 CFR
240.10D-2),

This will acknowledge receipt of your let-
ter of September 13, 1837, in which, on be-
half of several members of the Investment
Bankers Conference, Inc, you request my
opinion &8s to the interpretation of Rules
MC6 [X-15C2-8] and GB2 |X-10B-2}* (17
CFR, 240.106-2),

In respect of Rule MC8 [X-15C1-6] you
inquire; “What is ‘secondary distribution’?
Does this mean a secondary operation in the
distribution of n new issue, or does it mean
any operation, in & new or old issue, where
the firm selling owns the security?”

Since the application of this rule is pre-
cisely the saime whether a broker or dealer is
participating or financlally interested In a
“primary distribution” or in a “secondary
distribution,” it does not appear necessary
for the purpose of explaining the effect of the
ruie, to attempt a precise definition of a
3. distribution” as distinguished
The crucial

‘secondary

from s “primary distribution."
question appears rather to be: “Is the broker-
dealer participating or financially interested

In any type of distribution?” Clearly, a

1 The Commission’s present Rule X-15C1-6
is substantially identical to former Rule
MC-8. Paragraphs (a) through (c) of the
present Rule X-10B-2 are identical to Rule
GB-2; however, & new paragraph (d) was
added to the rule after the date of this
opinjon, exempting from its prohibitions
certaln transactions effected pursuant to an
effective “special offering” plan filed with the
Commission by & national securities ex-
change,

broker-dealer who is conducting “a secondary
operation in the distribution of a new lasue™
would be participating In a distributing
activity,

Whether “any operation, in & new or old
fssue, where the firm selling owns the se-
curity” is a distribution, within the intent
of the rule, would depend on the facts in
each Individual case, Wherever the terms
“primary distribution” and “secondary dis-
tribution” appear in these rules, the terms
are used in the ordinary sense in which they

« are employed by those engaged in the securi-

ties business. These terms are intended to
exclude the usual type of position trading as
contrasted with the distribution of securi-
ties. I am further of the opinion that It is
unimportant whether the firm effecting the
distribution owns the security, has it under
option, is acting as agent for some principal,
or is merely n member of a selling group o0
long ws financiel interest exists on the part
of such firm in effecting such distribution,

You next ask in connectlon with Rule
MC-6, [X~15C1-6] (17 CFR, 240.15C1-8):
“What Is the meaning of the words ‘otherwise
financially interested'? If a partner of a
house has 50,000 shares of XYZ stock listed
on the New York Stock Exchange, Is his
house financlally interested in this stock
within the meaning of the rule? If a part-
ner has 100 shares listed on the Stock Ex~
change, is his house financially interested?
In other words, does the rule cover the per-
sonal ownership of partners as well as the
holdings of the partnership?"

In my opinion there is & distinction be-
tween a financial interest In a distribution
and & financial interest In & security which
is the subject of & distribution. It seems to
me, for example, guite possible for a mem-
ber of a firm of brokers or dealess to be finan-
clally interested in a security for purposes of
investment without either such partner or
his firm belng financially interested in any
distribution which may be taking place in
such security. Should, however, the finan-
cial interest of a partunor or of his firm in
such socurity, because of its extent or for
any other reason, create a financial interest
on the part of such partner or firm in the
suceass of o distribution, it might well be that
the requirements of Rule MC8 [X-15C1-6)
(17 CFR 240.15C1-6) would apply. The rule,
however, will be found more usually to ap-
ply to those situations in which the firm is
directly or Indirectly recelving a financial
return arising from the sale of the security
to the public,

In response to your request for an explana-
tion of Rule GB2 [X-10B-2) (17 CFR
240.106-2), permit me to illustrate the ap-
plication of this rule by suggesting a series
of hypothetical situations. It is to be as-
sumed that there {s a concurrence of each of
the other factors necessary for an applica-
tion of the rules; hence, the firm designated
A & Co, in each of the following lllustrations
is assumed to be participating or otherwise
finanecially interested in the primary or sec-
ondary distribution of the security in
question:

(1) A & Co,, a securities firm in ctuctgo.
offers to B, a customers’ man employed by a
San Prancisco securities firm, a payment of
25¢ per share for each purchase of stock of
the X corporation which B can cause to be
effected on the Y exchange. In a typleal
case of this kind It Is not necessary that the
purchases be made through A & Co. or that
they be filled from any particular block of
stock, The payment of 25¢ per share is made,
upon receipt of a copy of a confirmation evi-
dencing 5

(2) A & Co. offers to C, one of its em«
ployees, spnymntotzu per share for each

of stock of the X corporation which
C can cause to be effected on the Y exchange.

(3) A & Co, pays & regular salary to D, a
customers' man cmplom by 1t, for devoting
special attention to inducing the purchase
of shares of the X corporation on the Y

exchange.
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(4) A & Co. offers to E & Co,, another
securities firm, a payment of 25¢ per share for
purchasing on the Y exchange for the ac-
count of E & Co, as dealer ghares of the X
corporation, which would be the subject of
subsequent resale by E & Co. to others,

(5) A & Co, offers to F & Co, another
securities firm, a payment of 25¢ for each
share of the X corporation purchased by P
& Co, for the account of its customers on the
Y exchange.

A & Co, In each of the above examples vio-
Iates the rule in performing any of the fore-
going nots, Moreover, after having performed
any of such acts, A & Co. is restrained by the

Jule from effecting any sale or delivery after

sale of the security of X corporation, in fur-
therance of the distribution In which A s
interested. The foregoing cxamples are
merely illustrative of some of the characteris-
tic casies to which this rule is applicable and
are not intended to set forth all possible
applications of the rule,

I hope that this method of illustrating the
application of Rule GB2 [X-10B-2] will prove
of assistance to you,

[Securities Exchange Acl Release No.
1411, October 7, 1937)

§ 241,1462 Opinion of Director of
Trading and Exchange Division relating
to Rule X-15CI-1 (a) (17 CFR. 240.-
15CI-1)

This will acknowledge receipt of your let-
ter of October 5, 1937, wherein you inquire
whether, In respect of the over-the-counter
rules which became effective 43 of October 1,
1937, & bank may be considered a “broker” or
a “dealer” rather than a “customer”.

Rule MCI (a) [X-15CI-1 {a)| (17 CFR,
240.15C1~1) states that the term “customer”
shall not Include & broker or dealer. Sub-
sections 8 (a) (4) and 8 (a) (5) of the Secu-
rities Exchange Act of 1034 expressly state
that the terms “broker” and “dealer” do not
include u bank, Since, according to Rule AI
(b) [X-1 (b)], the terms used in the Rules
and Regulations promulgated under Title L
of the Securities Exchange Act of 1934 shall,
unleas otherwise specifically state, have the
moeaning defined in the Aoct, it follows that
Rule MCI (a) [X-15CI-1 (a)] does not ex-
clude o bank from the term “'‘customer.

In my opinion, therefore, 4 bank should be

A customer rather than a broker
or dealer for the purposes of the over-the-
counter rules, (17 CFR, 240.15CI-1.

[Securities Exchange Act Reléase No.
1462, November 15, 19371

§ 241.1571 Partial text of letter of
February 8 1938, jrom the Secretary of
the New York Stock Exchange to its
members, relating to Rules X-3B-3 (17
CFR 240.36-3), X-10A-1 (17 CFR 240.-
10a-1) and X-10A-2 (17 CFR 240.10a-2)
(rules applicable to short-selling), to-
gether with a letter from director of the
Trading and Exchange Division, concur-
ring in the opinions expressed by the Ex-
change.

Frunuany 4, 1638,
Nrxw Yomrx Srock EXCHANGE,
11 Wall Street, New York City.

(Attention: Dean K. Worcester, Esqg., Exec~
utive Vice-President)

GenTiEMEN: Representatives of your Ex-
change have discussed with me yarious prob-
lems concerning the operation of Rules X-
3B-3 (17 CFR, 240.36-3), X-10A-1 (17 CFR,
240.10a~1), and X-10A-2 (17 OFR, 240.10a-2),
relating to short-selling of securities,
adopted by the Commission January 24, 1938,
They have also submitted to me a draft of a
circular proposed to be distributed among
the membership of your Exchange, embody-
ing comments and Instructions regarding Ex-
change transactions under these rules, to-
gether with interpretations of certaln provi-
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sions thereof. I understand that this clrcular
is designed to facilitate operation under the
rules,

The Interpretations to be in-
cluded In this circular have been the subject
of discussion botween the Exchange repre-
sentatives and tho staff of the Trading and
Exchange Division, As a result of these dis-
cussions 4 revised draft of the circular has
been made, I have considered this revision,
85 It appears In the enclosed copy, and am
of the opinifon that the Interpretative ma-
terinl contalned therein is correct and In
accordance with the underlying intent of the
rules. 0

If at any time, you have any further ques-
tiona with respect to the operation of these
rules, I shall be glad to receive them and to
discuss them with you,

Very truly yours,

CGansox PURCELL,
Director,

New Yonri Stocx EXCHANGE,
OFFICE OF TilE SECRETARY,
February 2, 1938,

To the Mempers of the Exchange:

Under date of January 24, 1938, the Securi-
tles and Exchange Commission promulguated
rules X3B-3 (17 CFR, 24036-3), X-10A-1
(17 CFR, § 240.10a~1) and X-10A-2 (17 CFR,
§ 240.100-2) relative to short selling. These
rules were sent to members of the Exchange
by this office under date of January 26, 1038,
They are reprinted on page H-135 of the
Directory and Guide. The rules becomo ef-
fective on Tuesday morning, February 8,
1938,

The following comments and interpreta-
tions of these rules are intended for the
guidance of members and their customers,
The Director of the Trading and Exchange
Division of the Becurities and Exchange Com-
mission has advised the Exchange that in his
opinion these comments and interpretations
Rre correct,

1. % ¢ * A“ghort sale” is defined as (1)
a&ny sale of a security which the seller does
not own; or (2) any sale which is consum-
mated by the delivery of a security borrowed
by or for the account of the seller. Thus, a
sale of a security which Is owned by the
seller becomes a “short sale” if dellvery to
the purchaser 1s made by the use of bor-
rowed securities. This may often be the
case If the original security s not available
in or near New York in negotiable form at
the time of sale.

Although the term "short sale” may thus
include many sales which would ordinarily
be regarded as long sales, the prohibition of
the general rule does not apply.to (1) any
person, whether 8 member or & non-member,
selling a security which he owns and intends
to deliver as soon as Is possible without undue
inconvenlence or expense; or (2) any member
executing for an account in which he has no
interest a scll order marked “long” (see para-
graph 4 below); or (3) any sale of an odd
lot, Certain additional transactions * * *
are exempted. '

The general probibition referred to sbove
has the effect of a criminal law, Any person,
Including any member or any customer, who
effects for his own account or for any other
account any “short sale” in violation of the
rule, may be guilty of a criminal offense,

2, Sccurities subject to the rule, The rule
applles, generally speaking, to all securities
dealt In upon any national securities ex-
change, other than government or municipal
securities.

3. Place of transaction. The rule applies
1o any short sale effected by the use of any
Tacility of a national securities exchange,
In consequence; it covers all short sales (other
than odd lots and other sales exempted by
the rule {tself) made upon the Exchange, of
any security subject to the rule, The rule
dees not apply, however to sales not made on
any national securities exchange.

4. Marking of orders. Every sell order
(Including odd-lots) in & security subject ta
the rule, which is executed on the Exchange
whether originated or handled by a member,
must be marked to Indicate whether it is
“long" or “short”. The ebbreviations “L“
or “S" may be used. A member, (Including
any floor broker) or any employee may mark
an order “long" only if (1) thé customer’s
account Is “long” the security Involved; or
(2) the member or employee 1s informed that
the seller owns the security and will deliver
it as soon es i§ possible without undue in-
convenlence or expense. To obviate the
necessity of hurriedly obtaining the in-
formation specified in rule X-10A-2, (17
CFR, 240.10a-2), 1t is advisable for the mem-
ber when he receives the order al&o to obtain
Information from the seller as to the prace
ticabllity of then delivering the security. As
i method of obtalning such information with
respect to an order to sell, a member (in-
cluding any floor broker) may enter into
any bona fide written agreement with his
customer that the customer, when piscing
“short" sell orders, will designate them us
such, and that the designation of a sell order
as “long” is a representation by the customer
to the member that the customer owns the
security, that it Is then impracticable to de-
liver the security to such member and that
the customer will deliver it as scon as is
possible without undue inconvenlence or
expense,

5, Ownership of securities. A person is
deemed to own @ security If (1) He or his
agent has title to it; or (2) he has purchased
or has entered (nto an’ unconditional oon-
tract, binding on both parties, to purchase
it but has not yet recelved It: or (3) he owns
® security convertible into or exchangeable
for It and has tendered such security for
conversion or exchange; or (4) he has an
Option to purchase or acquire it and has ex-
ercised such option; or (5) he has rights or
WaITants to subscribe to It and has exercised
Euch rights or warrants, He is not deemed
to own a security if he owns securities con-
vertible Into or exchangeable for It but has
not tendered such securitles for conversion
or exchange, or If he has an option or owns
rights or warrants entitling him to such se-
curity, but has not exercised them.

Within the meaning of the rules a person
“owns" gecurities only to the extent that he
has a net long position In such securities,
Thus, If a person maintains two accounts
and 1s short 1000 shares of a security in one
and long 1000 shares of the same security
In another, any sales of such security by such
person are “ghort sales” and are subject to
the provislons of the rules,

6. Price at which short sales may dbe made,
[S2e amended paragraph  (a) of Rule
X-10A-1 (17 CFR, 240,108~1)] * *

When a security s dealt In on two or more
national securities exchanges, the last reg-
ular way enle price on the particular exchange
involved Is controlling. * * =«

The price which governs the making of
short sales {5 the last regular way sale price
regardless of the Indentity of the particlpants

“therein and regardiess of whether it was itself
ashortsale,, * * * Of course, no member
may sell short for his own account at any
price at which he could not sell short for &
customer, :

- - - - -

7. When {issued transactions., The rules
Apply to the sale of “when issucd" securities
in the same manner as issued securities. In
the case of a sale of n “when ssued” pecurity,
the last “regular way” sale price means the
last price at which the “when issusd” secu-
rity has sold on the Exchange. A person is
deemed to be the owner of s “when issued”
securily If he has entered into a contract to
purchase the same binding on both parties
and subject only to the condition of issuance
or, by virtue of his ownership of an Issued
security, will be entitled to receive, without
the payment of consideration, the “when is-
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sued” security, to the extent that he has not
already disposed of such “when {ssued"
securlty,

8. Covering transactions. If on the due
date of dellvery of a security sold pursuant
to an order marked “long"”, the member has
not received the security from the customer,
he must cover the open position unless he
knows or has béen informed by the seller
either (1) that the sccurity is In transit to
him; or (2) that the seller owna the security,
that it is then impracticable to dellver it
and that it will be dellvered as soon’ as is
possible without undue inconvenience or
expense, If the member has recelved the
sscurity at his maln or branch office, or if
he knows or has been informed by the seller
that either (1) or (2) is the case, he may
at his option either fall to deliver or make
delivery with borrowed securities. If, how-
ever, hie nelther knows nor is informed by
the seller that either of these situations ex-
ists, and has not received the security, he
must cover the transaction by buying in, for
“cash", for the account of the customer, the
security sold. Such buy-ins are not to be
given to the Secretary of the Exchange for
execution, but are to be effected by the mem-
ber directly or through an agent of his own
choosing. If on the date when dellvery upon
the original contract is due, the member
recelves the security so bought In, or knows
that It is in transit to him, he may mbke
dellvery upon the original contract with the
security so recelved, or with borrowed secu-
rities, or may fail to make dellvery thereon,

The provisions of this paragraph apply to
odd lots as well as to full lots. | aph
(b) (2) of Amended Rule X-10A-3 (17 CFR,
240.108-2) now permity exceptions from
these covering requirements in certaln cases
of bona fide mistake.]

9. Loans of securities between members.
A member may, without regard to the re-
strictions imposed by Rule X-10A-2 and
without inquiry ss to the purpase of the
loan, lend a security to snother member.
The lending member may nonetheless be
criminally liable for n violation of the short
selling rules if he knows that the borrower
Intends to violate such rules,

Rouneat L. Frsuzz,
Secretary.

[Securities Exchange Act Release No.
1571, February 5, 1938]

§ 241.1965 Opinion of General Coun-
sel relating to section 16 (q),

Beneficial ownership of securities held by
holding companies, partnerships and trusts,
In order to show the recent redesignation
of the rules referred to therein and a sup-
plemental opinion of its General Counsel
with regard to Indirect beneficlal ownership
through holding companies, the Securities
and Exchange Commission today reprinted
the opinlons of its General Counsel hereto-
fore published in Release No, 79 dated Jan-
uary 13, 10385, as follows: *

Holding companies. 1 understand that
Yyou represent a director of the B. M. Com-~
pany whose stock is listed on the New York
and Detroit Stock Exchanges and registered
pursuant to Rule JE1? I further under-
stand that your cllent owns approximately
two-thirds of the stock of the B. C. Com-
pany, a business corporation whose stock is
rather closely held and is not ed on
any national securities exchange. The B. C.

' While these opinions were prepared in
response to questions presented under Sec-
tion 16 (8) of the Securities Exchange Act
of 1034, they would seem to be equally appli-
cable to corresponding situntions arising un-
der section 17 (a) of the Public Utllity Hold-
ing Company Act of 1935, .

* While the rule cited had to do with tem-
porary registration of securities, the opin-
ions apparently apply equally to cases aris-
ing out of permanent registration of secu-
rities,
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Campany owns over ten percgnt of the listed
stock of the B. M. Company, and during the
month of November, 1934, purchased a few
hundred additional shares of that stock in
the market. You ask whether your cilent
is required to file reports pursuant to Rule
X-16A-17 (formerly designnated Rule NA1),
as amended, In respect to the November pur-
chases by the B, C. Company.

The question whether the holder of stock
in a holding company should file reports in
respect of securities owned by the holding
company, is a question of fact to be deter-
mined In the light of all the circumstances
involved, In my opinlon, no consideration
need be given by the owner of stoek In &
holding company to the holdings of that
company, except in a case where the holding
merely provides a medium through which
one person, or several persons In a small
group, invest or trade in securities, and where
such company has no other substantial busi-
ness. In such a case, a person in control of
the holding company who is an officer or
director of the fssuer of s listed equity secu-
rity owned by the holding company, or whose
Interest in such security through the hold-
Ing compuany (together with the amount of
such security of which he is otherwise di-
rectly or Indirectly the beneficial owner)
aggregates more than ten percent of such
security. should file a report in accordance
with Rule X-16A-1 (17 CFR, 240.16a)" (for-
merly designated Rule NA!). This report
should inciude the holding company's own-
ership of such security, snd transactions by
it therein, to the extent of such person's
interest, Such control might ih fact be joint,
and In such s case all persons sharing such
control, regardless of whether one of such
persons holds a majority of the voting stock
of the holding company, would, to the extent
of their respective interests, be under n sime
ilar ‘duty to report In respect of securities
owned by the holding company. The filing
of reports by such controlling person or per-
sons would not, in my opinion, relieve the
holding company from itself filing reports
pursuant to Rule X-16A-1 (17 CFR, 240.1¢a~
1)* (formerly designated Rule NAl) if the
holding company were the owner of more
than ten percent of the equity security in
question.,

The existence of other substantial business
Is merely of evidentiary value on' the ques-
tion whether the corporation is actually used
by one person or a small group s a medium
for investing or trading in securities. The
baslc question is whether the stockholders of
the corporation are using it es & personal
trading or investment medium, and to the
extent that 1t is 50 used the stockholders are
properly to be regarded as the beneficial
owners, to the extent of thelr respective
Interests, of the stock thus invested or
traded in.

Whether or not the circumstances in the
case which you present are such that your
cllent should file n report covering the trans-
actions by the B, C. Company In stock of the
B. M. Company is a matter for your determi-
nation, but I trust that the opinlon expressed
above will be helpful In this connection. I
call your attention to Rule X-16A-3 (d) (17
CFR 240.160-3)* (formerly designated Rule
NA3 (d) ) of this Commission which will per=
mit your client, in case of doubt, to file re-
ports covering the ownership of and trans-
actions by the B. C. Company while at the
sume time disclaiming beneficial ownership
of the securities so . Your client
ghould of course Include in his reports infor-
mation as to the ownership of and/or trans-
actions in equity securities of the B. M, Com-
pany of which he is In any other manner the
beneficial owner, .

Partnerships. You present the case of a
paitnership, one partner of which s a direc-
tor of a compuny, at least one class of whoso
equity securities is listed on a national secu-

* See footnote 2 on preceding page,
* Redesignation ng of September 10, 1938,
No. 189——0

ritles exchange. If the partnership holds any
equity securities of that company, the direc-
tor sghould file reports in respect of the hold-
ings of the partnership In such equity secu-
rities, to the extent of his pro-rata Interest
in the partnership. However, If the partner
desires, he may exercise the option granted
by Rule X16A-3 (b) (17 CFR, 240.16a-3)*
(formerly designated Rule NA3 (b)) and re-
port as to sll such equity securities held by
the partnersbip, with a notation that he
owna only a partial interest in those shores.

You also present a case Involving & partner-
ship of three partners each of whom has an
equal Interest In the partnership, where the
partnershlp holds 20 percent of a class of
equity securities listed on a national secu-
ritles oxchange. In this case no reports
would be required as to partnersiip holdings
of such class of equity securities on the part
of any Individual partner who is not a direc-
tor or an officer of the issuer, unless such
partner’s indirect interest in such security
through the partnership (together with the
amount, of such security of which he is other-
wise directly or indirectly the beneficial
owner) were to amount to more than ten per-
cent thereaf, or unless such partner were
the beneficial owner of more than ten percent
of some other class of equity security of such
ssuer listed on a national securities ex-
change, Such partner could, of course, take
advantege of Rule X-16A-3 (b) (17 CFR,
240.16a-3)* (formerly designated Rule NAS
(b)) for the purpose of filing reports as to
his ownership of equity securities through his
Interest In the partnership.

In any case where a partnership holds for
its own account more than ten percent of a
class of any equity security listed on a na-
tional securities exchange, It should file re~
ports as to such holdings in accordance with
the requirements of Rule X-18A-1 (17 CFR,
240.16a~1)* (formerly designated Rule NAl),
regardiess of whether reparts are filed by the
partners, since the partnership would be the
direct beneficial owner of more than ten per-
cent of such class,

TRUSTS—1

You put a case of an irrevocable personal
trust of which A Is trustee and under which
B is entitled to the income for life with the
principal payable to C upon the death of B,
The trust holds an equity security of Cor-
poration X which has been temporarily regls-
tered under the Securities Exchange Act pur-
#dant to Rule JEL* You state that the trust
has made purchases and sales of this equity
security during the month of November and,
on the basis of further facts Indicated below,
you ask varlous questions In regard to the
filing of reports of such changes of ownership
under Section 16 (a) of the Securities Ex-
change Act and Rule X-16A-1 (17 CFR,
240.16a-1)" formerly designated Rule NA1),
as amended, of the Commission,

I beg to express the following opinions In

to your various questions:

1, If, at the time of the transactions In
question, the trust held 12% of the regis-
tered equity security of Corporation X, a re-
port &s to sueh transactions should be filed by
A as‘trustce not later than January 30, 1935.
Such report should contain & general desig-
nation of the beneficiarics of the trust, It
would not seem necessary that the report
include any amount of such equity security
held by or for A in his own right, nor, would
1t seem necessary that B or C file additional.
reports with respect to changes in the hold-
inge of the trust.

2, If at the time of the transactions In
question, the trust held 5% of the registered
equity security of Corporation X and A, B
and C were at the time directors of Corpora-
tion X, no reports with respect to the trans-
actions of the trust are required from A, B
or C Individually or from A as trustee, If B
or C were the settler of the trust and/or were
to exercise any power of control over A's ad-
ministration of the trust, a case would be
presented, the particular circumstances of
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which might well be such as to require the
filing of reports by Bor C.

3. If, at the time of the transactions in
question, the trust held 5% of the registered
equity security of Corporation X, and A, B
and C each individually owned 7% of such
registered equity secyrity, no reports with
respect to the transactions of the trust are
required from A, B and C individuslly or from
A a5 trustee, Here agnin I wish to call your
attention to the fact that no opinion Is ex-
pressed concerning the situation mentioned
in the Isst sentence of the preceding parn-

ph.

4. If the trust were subject to revoestion,
the person who possesses the power to revoke
the trust for his own benefit elther alone or
In conjunction with someone not having »
substantial Interest adverse to such person
in the disposition of the securities held in the
trust would appear to be the beneficiel owner
of the registered equity security of X held
In the trust. However, if the trust held more
than 10% of such security, the fact that a
power of revocation existed would not relleve
A as trustee from his duty to file reporta con-
cerning transactions of the trust In that
soecurity.

TRUSTS—IT

You put the case of nn f[rrevacable per-
sonal trust, which holds an equity security
listed on a national securities exchange and
which from time to time has transactions
tn such security. The trustee of this trust
is a director of the Issuer of such equity
security, The daughter of the trustee Is en-
titled to the income of the trust until reach-
ing a specified nge and is then entitled to the
corpus. The trust deed provides that if the
ddaughter dies before resching the specified
age, the trustee is to become entitled to the
corpus of the trust,

You inquire whether the trustee, under
section 16 (a) of the Securities Exchange
Act and Rule X-16A-1 (17 CFR, 240.16a-1) *
(formerly designated Rule NAl) of the Com~
mission, must file reports in regard to the
above mentioned equity security beld in the
trust. Under these circumstances the trus-
tee should in my opinion report the hoidings
and transactions of the trust as his own,
indlicating the nature of his interest.

[Securities Exchange Act Release No,
1965, December 21, 19381

§ 241.2066 Letter of General Counsel
concerning the services of former em-
ployees of the Commission in connection
with matters with which such employees
become familiar during their course of
employment with the Commission.  This
is the same as Securities Act Release No.
1934. [(Securities Exchange Act Release
No. 2066, May 5, 19391

§ 2412446 Statement of the Commis-
ston and separate statement by Commis-
sioner Healy on the problem of regulating
the “pegging, fixing and stabilizing” of
securily prices under sections 9 (a) (2),9
(a) (6) and 15 (¢) (1) of the Securities
Exchange Act.

A. The probiem. Although the Securities
Exchange Act contains a general prohibition
against manipulating security prices up or
down, it does not probibit certain kinds of
manipulation. Thus, section 9 (n) (6) per-
mits the “pegging, fixing or stabilizing™ of
security prices, except to the extent that it
may be “in contravention of such rules and
regulations as the Commission may pre-
scribe as necessary or appropriate in the pub-
lic Interest or for the protection of Investors.”
The Report of the Senate Committee on
Banking and Currency in discussing the regu-
latory powers conferted on the Commission
atated: “Practices such ns pegging, fixing or
stabilizing the price of & security are sub-
Jected to regulation by the Commission,
which s authorized to preseribe such rules as
may be necessary or appropriate to protect
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investors and the public from the vicious and
unsocial aspects of these practices.” [Italics
ndded. )

The questions of policy Involved in any
regulation of stabilizing are of such funda-
mental significance 8s to require a discussion
of the considerations which have led to the
Commission’s conclusion to attempt to em-
bark upon a broad programi of regulation.
These questions of policy, although they ap-
ply to Regulation X-0A6-1 (17°CFR, 240.9a6-
1), recently adopted to deal with only & lim-
ited type of stabilizing, are primarily rele-
vant to any general program for the regula-
tion of stabllizing in other and more Impor-
tant situations. They must therefore be
analyzed in thelr relation to the whole
problem.

There are many who feel that stabilizing,
since 1t is a form of manipulation, is Inher-
ently fraudulent and hence should be wholly
prohibited under all circumstances. The
Commission is unanimous in recognizing
that stabllizing s a form of manipulation.
The statute itself 8o recognizes. The Com-
mission also agrees that stabilizing in many
respects is undesirable. That, too, is im-
plicit In the statute. Nevertheless, the ma-
Jority of the Commission considers that
merely to point to the evils attendant upon
stabllizing poses the problem but does not
nnswer it. The question of how to deal with
stabilizing as it exists today cannot be an-
swered by theory alone., It is an intensely
practical problem which, for the present,
must be solved In terms of the existing
financial machinery.

The Commission faces three choices. (1)
It can permit stabilization to continue un-
regulated: (2) it can andopt & program for
the regulation of stabilization in an effort to
climinate particulsr abuses which, in the
absence of regulation, are being lawfully
employed today; or (3) it can decide that
stabllization s inherently so detrimental to
the Interest of investors that the Commission
should recommend to Congress that all stabl-
lization be prohibited.

For reasons discussed herenfter the ma-
Jority of the Commission is not now prepared
to say that, under existing conditions, all
stabllizing should be wholly prohibited. Nor
15 the majority of the Commission content to
allow etabllizing to continue unregulated, It
remalns to determineé whether a workable
program for the regulation of stabilizing can
be developed,

It seems clear that the only course open
to the Commission is to adopt regulations
Wwhich can be revised from time to time as
we see how they actually work. Such regu-
lations must reconcile, as far as possible, the
often conflicting objectives of protecting pur-
chasers of securities, on the one hand, and
of preserving the ready flow of capital into
industry, on the other. Here, as in most
other flelds of human activity, perfection s
an unattainable ideal,
Justment are inescapable. A closer approach
to the ideal than is now achievable may in
the future be found in the development of
investment banking or other underwriting
institutions with sufficlent resources so that
the need for stabllizing can be substantially
reduced, even entirely eliminated. But the
growth of American industry cannot walt
upon such a development, Consequently,
the Commission has concluded that its fm-
mediate duty under the statute is to meet
the situation through regulated stabilizing,
frankly recognizing the experimental char-
acter of its sapproach to the problem,

Preliminary studies by the Commission's
stafl led to the adoption on March 15, 1930,
of rules and regulations of the Commission
requiring the filing of detailed reports re-
gpecting all stabilizing operations conducted
to facilitate the distribution of security of-
ferings In respect of which a registration
statement has been flled under the Securities
Act of 1033. By the end of 1839 the Commis~
sion had been able to review case historles

Compromise and ad-,

covering the distribution and accompanying
stabllization of over 50 bond and stock 1s-
sues, This knowledge should now enable 1t
to make st least an initial inroad into one of
the most technical and controversial prob-
lems which Congress left to it under the Se-
curities Exchange Act of 1934,

(B) Description of the Fundamentals of
Market Stadilization in Ald of Security Dis-
tributions. Stabilization is a generic term.
For our present purposes It may be broadly
defined as the buying of a security for the
limited purpose of preventing or retarding a
decline In its open market price in order to
facllitate its distribution to the public. Sta-
bilizing, in the sense that we are here con-
cerned with it, s closely related to the financ-
Ing of industry, much of which is achieved
through the offering and sale of securities
to the publie, Because of the closencss of
this relationship the practice of stabilizing
must be appraised in the light not only of
the needs of industry for capital but of
the prevalling methods of security distribu-
tion,

Let us suppose that a corporation destres to
expand its plant and needs to obtain funds
for that purpose. The corporation could,
theoretically, dispense with an underwriter
and content itself with hiring an investment
house, as & mere selling agent, to sell its
securities on the market, for a selling com-
mission, at the best prices obtainable and
at as early a date as possible. But then the
corparation would not know, in advance, how
much the funds would cost it, for it would
not know at what price its securities would
sell on the market and therefore would not

Jknow whether a given quantity of its securi-
ties would yleld a given sum; nor would it
know when it would receive the necessary
funds, for they might be obtalned only in
dribs and drabs.

That would make plant construction difm-
cult and often impossible, For the corpo-
ration needs to know, before letting its con-
struction contracts, that it will have a certain
sum ir hand, at a certain date and at not
more than a certain cost.

If the corporation could, directly or
through an agent, sell its securities by a few
simultaneous sales to a few large iInvesting
institutions -to which many individuals
have entrusted thelr savings for investment—
there might well be no problem of stabilizing,
But that is not possible as to many types
of corporate seourities, They must be sold
in the open market to a large multitude of
direct individual Investors, That fact cre-
ates factors of uncertainty which make it
necessary that the corporation do something
more than sell {ts securities through a mere
selling agent,

These elements of uncertainty are removed
by the firm commitment underwriting agree-
ment which the underwriter normally makes
with the corporation: The underwriting in-
vestment banker agrees that on a fixed date
the corporation will recelve a fixed sum for a
fixed amount of its securitics,

But how can the underwriter afford to
make that contract unless he has a sufficient
amount of capital of his own to invest in
those securities? If he had that much capl-
tal as Is frequently the case with under-
writers In some other countries—then sta-
bilizing would be of little or no Import .nce.
But American underwriters do not have suffi-
clent capltal to perform that function.
They dare not, therefore, take the risk of
being obliged to carry out thelr underwriting
sgreements by themselves Investing their own
fesources in the underwritten securities,
They can afford to make such agreements
only on the supposition that they will, with
great speed, be able to sell the securities to
the multitude of direct individual Investors,
If they knew that they were unable to do
80, they could not afford to—and therefors
would not—enter Into firm commitment
underwriting contracts. And if they did not,
then many a corporation desiring to expand
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its plant, would find it difficult or Impoesible
to do so—and thus the flow of individual
eavings into industrial expansion would be
eeriously impeded,

For the purposes of this discusiion the
underwriter, realistically regarded, is a sales-
man who hopes that he will sell the under-
written securities at a fixed price in & very
short perlod, His ability to fulfill his under-
writing contract with the corporation turns,
then, on his abllity to sell the securities
promptly on the market at or near the fixed
price which he pays to the corporation for
the issue. Analysis of the present methods
of distributing securities Indicates, we nre
told, that the underwriter's ability to resell
the issue, in certain conditions of the market,
in turn, depends on his abllity to stabllize,

Most formal offerings of new security issues
of significant size are today brought out by
an Investment banking syndicate and sold to
the public at a fixed price, This underwriting
syndicate, conaisting of from a few to well
over one hundred underwritten houses, buys
the entire new lssue of securitics from the
issulng corporgtion at s predetermined fixed
price and Immediately reoffers It to the
public at a slightly higher price which is also
o predetermined fixed price the “offering™
or “issue” price). The issue is usually resold
to the public both by the underwriters and
by & so-called “selling group" composed of
selected security dealers who act as retallers
for the underwriting syndicate,

The most important attributes of present-
day syndicate distribution of securities are
probably (1) the element of certainty to the
issuing corporation, which for all practical
purposes is assured of payment on a day
certain of the agrepd price for the issue re-
gardless of its reception by the public and
of subsequent market fluctuntions, and (2)
the element of speed, reflected both in the
rapid sale of the issue to the public and in
the consequent promptness of payment by
the underwriters to the issuer,

It 1s because of these attributes that it is
important to note the alleged necessity for
preventing the market price of a new issue
from dropping below its offering price during
the period of distribution, Some proportion
of an issue, even though initially it may be
completely sold by the underwriters to the
selling group dealers, will findas its way back
into the oper market. This selling pressure
results from the fact that some purchasers
change their minds and almost immediately
resell, in part, this selllbg comes from so-
called “free riders" or speculators who pur-
chase with the hope of quickly selling out
and taking a profit from an early rise. If
these reoflerings are not absorbed by public
buying in the open market, thelr pressure
will tend to force the market price below
the original offering price.

In order to absorb this open market selling
and to prevent the consequent drop In mar-
ket prices which might impede, if not pre-
clude, the success of the financing, the man-
ager of the underwriting syndicate, upon
making the offering, usually enters s “syndi-
cate bid" to buy such securities as may be
offered In the open market. Normally the
syndicate bid Is placed at the issue price.
If the selling pressure grows too heavy to
permit the constant “pegging” of the market
at the original offering price, the syndicate
bid will usually be dropped to successively
lower levels. The stabilizing purchasing by
the underwriting syndicate may range, de-
pendiug upon the success of the partloular
offering, anywhere from 1% to &s high, occa-
slonally, as 15% or 20% of the issue.

Stabllizing & market as described above is
normally employed to facilitate formal public
offerings of bonds. Comparable procedure is
also followed In connection with most new
stock offerings made at a fixed price.

Another type of stabllization is designed
to facllitate additional issues offered by a
corporation to its stockholders, usually at
prices below prevailing market levels. A sim-
ilar type of stabllizing is also commonly used
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to facilitate both primary and secondary dis-
tributions In which the offering price Is rep-
resented to be “at the market” or at a price
based on the market. In both of these latter
situations It 13 not customary for the syndi-
cate to maintain a rigid “peg” In the market
by bidding steadily at one price. However,
any-downward trend in the market price of
the security is usually retarded by the under-
writers” purchases of stock mt successively
lower levels.

It should be further noted that stabilizing
is regurded as necessary only in the case of
issues which are neither notable succesics
nor notable fallures. In the former case the
market for the issue usually takes care of
ftzelf, In the lstter, where the selling pres-
sure in the open market 1s too great, the
underwriters cannot afford to support the
market at or near the tssue's original offering
price, For the same reason, stabilizing can-
not as & practical matter be used to stem &
market or economic trend of any real sig-
nificance,

The mechanics of stabilizing as described
here are by no means universally followed.
However, whateyer technigues are followed,
snd whether the underwriters be successful
or unsuccessful, their stabilizing represents
» form of manipulation which interferes with
free and open markets. It is, of course, a
negative type of manipulation since it seeks
to retard and not to create affirmative market
movements, Nevertheless, this abliity so to
fnterfere with our markets has been abused
in the past. That it remains susceptible to
future sbuse is common knowledge. In de-
termining whether the solution to the prob-
Jem lies in prohibiting stabilizing, in subject-

ing it to regulation or in continued nonaction,

the Commission has sought to weigh the
relntive gdvantages and disadvantages to the
investor and to the national economy which
may attend each of these alternatives.

(C) Disadvantages of stabilizing. The leg-
tslative hearings which preceded the adop-
tion of the Securities Exchange Act of 1934
showed that abuses by underwriters of the
stabllizing process were so prevalent as to
require governmental action of some kind.
The oft-repeated and, in our opinion, wholly
Justified complaint against security stabiliz-
ing is that when the operation is ended and
the “peg is pulled”, the market price of the
security frequently drops with ensuing loss
to all who purchased it on the basis of an
artificial, “pegged” market price. Insofar as
stabflization prevents falling market prices
and thus permits the issuance of securities
at unjustifinbly high prices, the practice must
be regarded as an evil, Similarly, the active
trading which frequently results from the
very fact of the distribution and the accom-
panying stabilizing at the offering price may
also serve to invite other buyers into the
market,

Statistically, it seems beyond dispute thaf,
in the past at least, unregulated stabilization
has in fact facilitated the distribution of
over-priced securities to the detriment of the
fnvesting public. Chart 1, attached In the
appendix hereto, in which adjustments have
been made designed to eliminate the effect
of general market fluctuations, lustrates the
aversge market history, for a period of six-
toen weeks after offering, of 208 bond issues
brought out between 1921 and 1931 most of
which, so far ns could be determined, were
stabllized to a greater or lesser extent, The
story shown Is one of price stabllity during
the first few weeks of the offering, followed
by u drop, on the avernge, of about a half
point. Chart II in the appendix indicutes,
furthermore, that this was more than s tem-
porary, technical decline, since, during the
second year of thelr existence, these now is-
sues stil] sold off about a point and & half as
compared to the market,

Examinnation of the stabilizing of 10 new
bond issues, publicly offered the pe-
riod from March 15 to August 31, 1939, as to
which were filed with the Commission
pursuant to Rule A-17A-2 (17 CFR, 240.17a~

2), shows in Chart IIT that the average drop
from original offering prices (after adjust-
ment for market changes) was about 147%
during the third month following their offer-
ing dates. Of these 10 issues, the average
open market prices of 12, or approximately
63 %, during the first twelve weeks after their
offering dates were below thelr original offer-
ing g;lm after ndjusting for general market
trends,

On the other hand, examination of the
price levels for a period subsequent to the
period covered in the chart shows a marked
improvement in these stabilized lssues when
compared with gencral market trends, Thus,
on January 31, 1940, after ellminating the
bonds of a Canadian corporation (because
the drop in their price s primarily attribu-
table to the war and the threat of Canadian
foreign exchange control) the ayverage open
market price of the remaining 18 Issues was
above their avernge original offering price,
alter adjusting for general market trends.

The vice Inherent in stabilizing has been
pointed up by the absence of publicity with
respoct to such an operation, Investors have
true. Since March 1930 the Commission's
are purchasing at prices in line with market
prices fixed by the normal forces of supply
and demand when, in fact, the contrary is
true. Since March, 1839 the Commission's
rules have required that all prospectuses un-
der the Securities Act uneguivocally state
in simple language, where such Is the case,
that it is the intention of the underwriters
to stabllize the market in ald of the offering.
Nevertheless, In many instances the signifi-
cance even of this statement probably canpot
be grasped by all purchasers.

The effect which the rement of ade-
quate notice of & proposed stabllization had
in one particular instance may be worth
citing. A corporation proposed to offer a
new preferred stock in exchange for an out-
standing issue at a predetermined price ratlo.
The corporation was advised of the pecessity
of fully and adequately disclosing that the
exchange offering was to be facilitated by a
mirket stabllizing operation. It may have
been only a colncldence that thereafter it not
only refrained from interfering with the
market but actually changed the basis of
the exchange offering so as to make it sub-
stantlally more favorable to the stockholders
to whom the new issue was to be offered.
This sgain suggests, 85 do the statistical data
and charts described above, that at least in
the past the practice of stabllization, inade-
quately publicized, has facilitated the over-
pricing of security issues and cansequent losa
to the investing public,

Finally, it sbould be noted that many
people feel that stabilizing not only is fraudu-
ient, but that its attendant evil of the over-
pricing of security issues is inherent, They
belleve that no regulation short of complete
prohibition can protect buyers against these
dangers which arise from a deceptive and an
artificial market: And they conclude that
buyers should recelve the ultimate protec-
tion of complete prohibition, regardless of
the adverse effects which prohibition might
have on the needs of Industry for capital.

(D) The Underwriter's Arguments in Jus-
tification of Stabilization. Without adopting
the reasons frequently adyvanced to justify
the widespread use of stabilizing in ald of
gecurity distributions we may restate the ar-
guments as follows:

One argument runs that stabllization is
warmnted {n order to offset the market “ab-
normalities” which result from the very fact
of the offering. When a new or an additional
Issue of significant size is offered to the public
a temporery glut of the market may often
be the immediate result. At the same time
the demand for the offered security is di-
verted by the underwriters and the selling
group dealers away from the open market
and into the channels of the distribution
itself, The selling efforts of dealers neces-
sarily sattendant upon the making of the
offering thus result in taking away from the
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open market the demand for the offered se-
curity which might otherwise there exist,
As noted, "free riders”, as well as other buyers
who change thelr minds, will sell, and at &
time when there Is a temporary unbalance
between supply and demand created by the
offering. These scattered open market sales,
taken In conjunction with the sudden influx
of supply and the asccompanying withdrawnl
of normal open market demand into the
channels of direct distribution, unless coun«
teraoted, will exert a market influence which,
according to the underwriters, is out of all
proportion to their real significance. The
sound market value of millions of dollars
of new scourities, unseasoned and not yet
digested by the investing public, should not,
they say, be predicated upon & handful of
resales the markoet effect of wiilch s unduly
magnified by the present day publicity given
to market quotations. Therefore, the under-
writers urge that stabllizing, although ad-
mittedly an artificial influence, ia justified
to neutralize n temporary condition of over-
supply which Itself may lkewise be regarded
as abnormal, and that temporary stabilizing
controls, commensurate with the degree of
the temporary abnormal disparity between
supply and demand, are warranted to offset
thnt unbalanced condition of the market.

“Another argument is based upon the un-
derwriter's view that it is appropriate and
desirable for a seller to permit a buyer to
return his securitiea if he so desires, This
applies not only to the Investing public but
to the members of the underwriting syndl-
cate and the selling group as well. Dealers
or underwriters in one section of the country
may overestimate local demand just as in-
vestors may overestimate thelr own ubllity
to carry a security, At the same time others
may have been unable to fill thelr demand,
It is consequently desirable, say the under-
writers, that they should be permitted to
repurchase and reallocate to others the se-
curitles of those who bought more than they
can handle. Another varlation of the same
general contention is that the underwriters
have an obligation to the purchasers of the
issue to afford a market place where those
purchasers who wish to sell may be able to
do 80 at a falr price. On this basls the In-
dustry urges that it 1s in the Interest of the
investing public itself for the underwriters
to provide the advantages of such a market
place by placing thelr syndicate bid at or
near the offering price.

The third argument is based upon the
necessitles of the situation. Under the exist-
ing system, which today revolves around firm
commitments and fixed price offerings of se-
curities to a relatively speculative public,
some degree of stabllization, according to the
undetwriters, Is necessary to the successful
flotation of new security lssues on anything
other than & continued "bull”™ market, Since
underwriters today are primébrily salesmen
having only the limited capital of distribu-
tors, they clalm that they cannot undertake
long or even medium term commitments in
order to insure the success of billlons of
dollars of security offerings, If an entire
fssue of seourities is to be bought by such
underwriters at a fixed price, It s said to be
vitally necessary that those underwriters be
able to protect themselves as well as the sell-
ing group dealers, against a “disorderly” open
market during the resale of the issue to the
public. This Is sald to follow because if the
market price of a new issue sags even Irac-
tionally below the offering price, it cannot
be sold at the offering price which was deter-
mined when the issuing corporation received
its price for the lssue. This In turn is as-
signed to the fact that the American publie
follows daily price quotations closely and is
as much concerned with immediate paper
profits or losses, as well as with liguidity, as
it Is with the ultimate fate of the security
if held on a long term basls, Stabilization is
therefore sald to be an unfortunate, but
nevertheless an unavoldable concomitant of
modern security distribution, of present day
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public markets and of the existing public
emphnsis upon widely published dally mar-
ket quotations,

The underwriting industry further claims
Wfter the necessary “mopping up” of loose
ends resulting from the inevitable resales, &
properly distributed issue should find its na-
tural and uitimate market level in line with(
and not significantly below the prices of com=
parable securities or market ayerages. In-
deod, lssues for which stabilizing operations
have been necessary during the first crucial
days after the offering frequently rise in
relation to general market levels. Of 10 bond
issues which were offered between March 15
and August 31, 1930, and as to which the
Commission has received detalled stabllizing
reports, 7, or 37%, sold during the first twelve
weeks after thelr offering dates at an aver-
age price in the open market above their
originul offering prices after adjustment for
general fluctuations In the bond market. In
the case of 11, or slightly over §0%, of these
issues thelr average open markot prices dur-
ing the twelve weeks following thelr offering
dates were above or within one point of their
original offering prices after adjusting for
general market trends. Chart IV also shows
that this was the general pattern of new s
sues brought out during the year of 1935, a
period of active refunding and rising market
prices,

These same considerations are sald to ap-
ply, nlthough In perhaps a lesser degree, to
stabilizing to facllitate “secondary distribu-
tions™; that is, public offerings of cutstand-
ing securities where the proceeds of the dis-
tribution go to liquidating security holders
rather than to the fssulng corporation. If
secondary distributions could not be thus
fucllitated, it Is argued that the original dis.
tribution of those securities (and the conse-
quent financing of the Issuing carporation)
would be made the more difficult because
of the reluctance of substantial investors to
meake large and commensurately illiquid
commitments,

Accordingly, the underwriters emphasize
that where an issue is not overpriced in re-
Iation to comparable outstanding securitics,
and where the extent and intensity of stab-
{lization, attended by the fullest pogsible
publicity, is appropriantely limited In reiation
to the size of the Issue, the stabilizing device
may be employed without inflicting any ap-
preciable damage upon Investors. At the
same time, they assert that the desirable at-
tributes of certainty, speed and economy of
industrial Anancing could be retained.

(E) The economie problem presented by
the practice of stabilization. Stabilization,
it must be recognized, 1s now an integral part
of the American system of fixed price secu-
rity distribution. From the point of view of
industry, any practice whieh assists security
distribution under firm commitment under-
writing contracts Is obviously desirable,
From the paralle] point of view of the under-
writer, stabllization is regarded as perhaps
an unhappy, but a necessary chalee if in-
dustry is to obtaln its capital funds “cash-
on-the-barrel-head” and if the underwriter
15 not to be exposed to market risks which he
claims his present underwriting eapital will
not permit him to sssume. From the point
of view of the investor, on the other hand, 1t
is clear that the process of stabilizing permits
the underwriter to Induce his purchase of
securities on the basis of what ho belleves
is a “natural” market price established by
“naturel” trading activity but which, in fact,
are both, to a greater or lesser extent, arti-
ficinl. .

This brings us to the crux of the problem
viewed In its larger aspects; namely, the
conflicting Interests of two segments of the
public as a whole, One part of the public,
consisting of existing security holders, em-
ployees and others dependent upon the turn-
ing wheels of industry, has a direct interest
in securing the financing of industry ns
cheaply and as effectively es possible. The
other segment of the public, made up of
purchasing investors, has an equally direct

interest In obtaining appropriate investments
at the cheapest possible prices. To both of
these divislons of the investing public this
Commission owes & duty. Purthermore, the
Becurities Exchange Act, while primarily di-
rected towards the protection of investors,
i5 also concerned with the protection of the
Nation's credit and banking structure and the
health of its capital markets, Congress rec-
ognized the need for an adjustment’be-
tween the interests of purchasing investors
on the one hand and the needs of Industry
for capital funds on the other. Therefore,
by section 9 (a) (6) of the Securities Ex-

change Act, it assigned to this Commission '

the duty of finding a reasonable middle
ground between these two objectives which
are by no means always easy to reconcile:
(1) To guard the welfare of the multitude
of direct individual investors agalnst injury
from stabllizing. (2) To guard against im=
peding the flow of individual savings into
Industrial expansion.

The damage to {nvestors results ultimately
from the over-pricing of security issues, Sta-
bilizing, of course, alds the distribution not
only of properly priced issues but of the
over-priced issues. Unfortunately, the cor-
rect pricing of new issues s not, and can
never become, an exact sclence. Hence, any
regulation of stabilizing, while it may seok
10 put a premium on correct pricing and to
ponalize over-pricing of securities, cannot
be expected wholly to eliminate the risk of
over-pricing, Yet, as against the Commis-
slon’s duty to minimize this danger to secur-
ity <buyers, we cannot overlook our duty in
the interests of the Nation as a whole not
to jeopardize the ready access of industry
to an adequate and efficlent capital market,
Finally, the Commission recognizes that in
the field of stabilizing It is faced with an
existing condition, not a theory.

(F) Alternative courses of possible com-
mission action—(1) Prohibition. Stablliza-
tion Is regarded by many experts as a neces-
sary adjunct to our present capital markets.
Neither the Investment banking Industry nor
the Commission has as yet found any imme-
diate practicable substitute for the present
system. Furthermore, the alicged necessity
of stabllizing under certain conditions of the
market has not yet been disproved. There-
fore, lacking proof that the underwriters'
arguments as summarized above are unsound,
it would seem premature for the Commission
Nnow to recommend, or take other steps to-
wards, the outright abolition of stablifeing.
It must be remembered that the constitu-
ency of our capital market does not include,
as does that of some other countries, a sub-
stantlal number of “Investment under-
writers” such as Institutional investors, in-
cluding investment trusts, which underwrite
the unsold portion of an lssue with the in-
tention of holding for investment the securi-
ties which they must take up under thelr
underwriting agreement. Nor is the develop-
ment ol a substantial amount of such “ine
vestment underwriting™ capital in any Imme-
diate prospect. Although the recent avid
buying by banks and insurance companies of
prime grade nvestment bonds mokes up to
s0me extent for the absence of any real “in-
vestment underwriting” In our present day
market, it must be remembered that this
source of capitel is avallable only for this
limited type of security.

Our conclusion seems obviously to have
been contemplated by Congress. Some of
those whose deep-seated objections to sta-
bilizing have resulted in thelr recommenda-
tions that stabilizing should be prohibited
or that it should not in any wise be counte-
nanced by this Commission have implied that
either the Congress or its committees con-
tempiated its abolition. Any such lmplica-
tion I8 not warranted by the legisiative
history of the Securities Exchange Act of
1934, Neither the Senate Committee on
Banking and Currency nor the House Come
mittee on Interstate and Forelgn Commerce,
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both of which consldered the bill, recom-
mended in their reports on the legislation
that atabilizing should be prohibited in its
entirety. On the contrary, the mandate to
the Commission, as explained by the Com-
mittees of Congress, was to guard investors
and the public “from the viclous and un-
soclal aspects of these practices™ by “regula-
tion", not prohibition, Congress through
1ta committees, as well as through the Act
itself, thus recognized that not all the nspects
of stabilizing are necessarily so deleterious
25 to justify, on & balance of interests, com-
plete prohibition of all stablllzing.

Muany of those who cobject to the Commis-
sion’s adoption of a program of regulation
of stabllizing do so on the further ground
that any stabilizing, no matter how regu-
Iated, constitutes an interference with the

Jree forces of supply and demand, The Com-

mission cannot regard that, in and of itself,
a8 a cogent objection. It must be recog-
nized that there are times when the “free
piay"” of the “forces" of supply and demand
may, if unrestricted, prcduce soclally or
economlically undesirable consequences.

A method of security distribution has not
yet developed under which alight day-to-day
fluctuations in market price will not play
50 preponderant a role as they now appear
to do. A workable alternative for the present
distributing mechanisms has not yet been
devised which we can be sure will dispense
with the alleged necessity of stabllization.
It is by no means certain that the costs to
Investors and industry of prohibiting sta-
bilizing would not outweigh the damage
which might resuit from its use under ap-
propriate restrictions,

Those who oppose rules which would per-
mit stabllization say that against the duty of
this Commission to protect the interest of
investors, no considerations of the needs of
industry for capital should be permitted to
prevail. They thus depict s sharp antithesis
between the needs of the Investor and the
needs of Industry. The antithesis ls by no
means so sharp. In the first place, the needs
of a corporation for capital and the welfare
of those who are already Investors in that
corporation are often identical, Moreover,
the welfare of even the purchasing or new
investor is by no means certain to be served
by hampering the present mechanisms of dis-
tribution if the interference, while safe-
guarding him from all possible injury due
to stabllizing, will substantially contract in-
dustrial expansion. Such contraction spells
industrial depression, and industrial depres-
sion is no boon to purchasing investors. To
buy securities cheap is folly if they cantinue
to grow cheaper.

Until the foregoing questions can be an-
swered, the Commission does not feel that
the facts now warrant it in recommendjng
the more drastic step of prohibiting all
stabilization of security prices. While the
solution may ultimately be found in sweep-
ing changes of the entire structure of the
capital market, neither our underwriting in-
dustry nor our national economy now seems
ripe for such a step.

Our conclusion is reached not at all by
glving a controlling consideration to the In-
terests of underwriters. It is reached because
of the needs of industry for capltal—needs
which it has not been demonstrated can be
sorved without stabllizing. We cannot accept
the suggestion that such industrial needs
must not be nllowed to play any part In the
actions of this Commission when they run
contrary, to nny extent, to the interests of
purchasing investors, Such was not the In-
tention of Congress.

(2) Inaction vs. Regulation. Whatever
the vices of unregulated stabilizing, It would
soom to be beyond question that the public
interest, as well as the interest of Investors,
will be better servad by regulating stabilizing
than by leaving it unregulated.

One of the major factors which led to the
Commission's Inaction in the past has been
the oppasition to the adoption of rules pred-
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fcated on the following reasoning: All sta-
bilizing unquestionably involves potential
dangers to the great mass of direct individual
investors. If the Commisslon adopts any

stabllizing rules it would mean that it was
recognizing and thereby, to that extent, legit-
imatizing stabilizing. The proponents of

this view believe that the Commission must
not, by nny actidn on its part, make itse
responsible for stabilizing, .
When first encountered, these views were
appealing to the Commission which recog-
nizes, as any Intelligent observer must, the
potential dangers involved in stabllizing.
Those views give every member of this Com-
mission o feellng of anxlety when consider-
ing the issuance of any stabllizing rules. But
on careful analysis those views are fallacjous.
In the first place, Congress did not abolish
stabilizing. It authorized this Commission,
by regulation, to eliminate only “the viclous
and unsocial aspects of those practices.” It
will not do for this Commission* to proceed
on the basis of a viewpoint which Congress,
In its wisdom, did not find acceptable.
Those who dwell on the virtues of compiets
abolution of stabilizing have, nonetheless,
slways been unwilling to urge that the Com-
mission adopt rules prohibiting the practice
in its entirety. Nor have they suggested that
the Commission urge Congress to amend the
Act 80 a5 to abolish stabilizing. They seemed
tacitly to recognize that the Commission
would be in a poor position to follow elther
of these courses unless and until it issued
some regulations, observed them In opera-
tion, and then on their conse-
quences because, absent such study and re-
port, we could supply Congress with no new
evidence, gathered since Congress rejected
recommendations for the prohibition of sta-

bilizing. Yet, paradoxically, those theoret-,

ically opposed to stabilizing have objected
to having the Commission adopt any rules
the operation of which can be studied.

THE BEWAYIOR OF WEW

The position of those who urge continu-
ance of a policy of nonaction is untenable for
a further reason. Under the Securities Ex-
change Act as it now stands, many forms of
stabllizing, no matter how vicious, are lawinl
except to the extent that they may violate
rules of the Commission or other provisions
of law, For instance, with the exception of
Regulation X-8A6-1 which became effective
February 15, 1840, the character and extent
of stabllizing purchasing is wholly unregu-
lated. Market prices in some situstions may
even be “pegged” pbove the publio offering
price. In the abeence of regulation, stablliz-
ing may be lawfully employed under many
other circumstances where it is both ethi-
cally and economically indefensible. And it
would seem futile to hope that, absent regu-
lation, so temperate a use of stabilizing will
be made as to render governmental regula-
tion unnecessary. Under a program of regu-
lation, however, the flagrant abuses of stabl-
lizing which are cited, curlously enough, both
by thoss who advocate prohibition and by
those who favor continued nonfction would
no longer be lawful,

There is no denying the fact that to allow
any stabilizing, in order to achieve the Con-
gressional objectlve of not seriously inter-
fering with the needs of Industry for capital,
may to some extent block the other Congres-
slonal objective of protecting the individual,
direct investors who buy securities, The pos-
sibilities of injury to such buyers, resulting
from stabllizing, can be redueed—although
perhaps they cannot be wholly eliminated—
by careful regulation of stabilizing, To that
limited extent the one objective of Congress
must give way to the other. With study and
care we may be able, by regulation, to reduce
to u very narrow compass the area of con-
flict between those objectives. Or we may
witness such changes in our investment ma-
chinery as to make stabilizing of relatively
little importance. It s not inconceivable

(82t - 1931)
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that through the development of new types
of investment companies, we shall some day
have true underwriters with ample eapital
(representing the savings of a large number
of individual Inyestors) who will not need to
rush to the market, and who will not feel it
necessary to restrict thelr Investments to
bonds, a8 do most institutionnl investors
today.

If no such or similar development occurs
and if, after a period of working with regu-
lated stabilizing, we find that the injury to
purchasing Investors I8 uncontrollably too
great, then, dut not before, we should re-
quest Congresa to determine which of these
two objectives is to be paramount.

G. The advantages of ptecemeal regulation.
Enough has been said to indicate the scope
of the dificuities which stabilization pre-
sents from the point of view of industry, the
underwriter and the investor. The technical
problems incident to regulation of different
types of stabilizing are varied and intricate,
One of the major deterrents to earller action
on stabilizing rules has been the Commis-
sion's reluctance to adopt any program of
comprehensive regulation upon the workabil-
ity of which competent represantatives of the
Industry could not reach substantial agree-
ment. These considerations, coupled with
its own awareness of the economic poten-
tialities of its actions, resulited in the Com-
mission's decision to attack the problem
plecemeal, step by step. Segments of the
larger problem may be isolated and an &p-
proach to its ultimate solution may be made
through the regulation of those segments.

The area in which abuses have been and
can agaln become most prevalent is stabillz.
ing in connection with so-called “market of-
ferings" where the price is represented to be
at, or based upon, open market prices estab-
lished by the ebb and flow of supply and
demand. Before the sot, operations to faeili-
tate this type of offering often constituted
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the most flagrant type of “pool manipula-
tions” now cutlawed by section 9 (a) (2) of
the statute. Since 1934, stabilizing of the
type now covered by Reguiation X-9A8-1 con-
tinued to be subject to varlous abuses not
otherwise prohibited by the Securities Ex-
change Act., It was because of the very sus-
ceptabllity of this kind of stabllizing to
grave abuses that the Commission deter-
mined to apply the first test of substantive
regulation of stabllizing to this field.

The new rules, of course, prohibit any
“mark up" of prices, They alzo prohibit any
rigid “pegging” of the market, Since stabi.
lizers on each day can buy only on a scale
down until the price has dropped by a fixed
amount, the rules in effect permit no more
than the maintenance of an orderly market
during the distribution. The rules require
stabilizers to give’ notice of thelr Intention
to stabllize. If stablilizing has actually been
commenced, that fact must also be disclosed.
Stabllizers may neither support the market
nor profit from its independent rise at any
price more than one point above the level
at which stabilizing 1is commenced. Of
course, the rules also prohibit any stabllizing

¢ 4 22 3

MONTHS AFTER OFFERING X
PREPARED 8Y THE RESEARCH DaVISION

at prices to which the stabilizers have reason
to beileve the security has been previously
raised by lllegal manipulation,

The Commission recognizes that experi-
ence under Regulation X-8A6-1 may well
demonstrate the need for {ts future revision,
The Commission s not so sanguine as to
consider that the rule is perfect. Indeed, we
may reach the point where operation under
the rule will prove that stadilizing within
this area should be wholly prohibited., The
rule does, however, represent the first attempt
to find out whether investors can be eafe-
guarded by workable regulation sgainst the
“viclous and unsocial aspects” of stabillzing,

Separate statement of Healy, C. 1 do not
approve Regulation X-8A6-1 (17 CFR, 240.-
Paf-1) which the Commission adopted Jan-
uary 3, 1040, permitting and regulating the
pegging, fixing or stabilizing of security
prices on stock exchanges “to facilitate an
offering at the market of any registered se-
curity”. Nor am I in sympathy with the
Commission’s “Statement of Policy on the
Pegging, Fixing and Stabilizing of Security
Prices”, Because of the importance of the
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problem, I think it best to record the reasons
for my dissent’

I The statute, One of the causes leading
to the enactment of the Securities Exchange
Act of 1034 was the fact—sought to be cor-
yected by the Act—that frequently the prices
of securities on securities exchanges and
over-the-counter markets had been manipu-
lated and controlled with Yesulting harm to
investors and to our national economy gen-
erally? To banish such evil practices Con-
gress enacted certain provisions. These pro-
visions are contained in section 9 of the Act,

Only two of the subsections of sectlon 9
nre pertinent here; one prohibits manipula-
tion and the other outlaws “pegging, fixing,
or stabllizing™ to the extent provided by the
rules and regulstions of the Commission,
The provisions are as follows:

“Section 9. (a) It shall be unlawful for
any person, directly or indirectly, by the use
of the malls or any means or instrumentality
of interstate commerce, or of any facility of
any national securities exchange, or for any
member of a national -ecunuu exchange:

“(2) To effect, alone or wmx one or more
other persons, a series of trausactions in any
security registered on a national securities
exchange creating actual or apparent active
trading in such security or ralsing or depress-
ing the price of such security, for the pur-
pose of Inducing the purchase or sale of such
security by others,

. - - - -

*(6) To effect either alone or with one or
more other persons any series of transactions
for the purchase and/or sale of any security
registered on a national securities exchange
for the purpose of pegging, fixing, or sta-
bilizing the price of such security in con-
travention of such rules and regulations as
the Commission may préscribe as necessary
or appropriate in the pubnc interest or for
the'protection of investors"

The differences between “manipulation
and “stabllizing” are often difficult of per-
ception® It is not surprising, therefore, that
in almost every “manipulation” case the
claim is advanced that the activities of the
respondent were ‘“stabllizing"” activities’
But under section 9 (a) (2) the Commission
has consistently held, speaking generally,
that a serles of transactions in a stock
effected for the purpose of maintaining its
price at or about the level to which respond-
ent previously had artificially ralsed it so ns
to iInduce purchase and sale by others
viclated the provisions of section 8 (r) (2).*

! When the regulation was adopted by the
majority of the Commission I reserved the
right to set forth my views in connection
with the regulation and the related state-
ment of policy.

3 Securities Exchange Act of 1934, section
2 (3).

?8ee Woolsey, D. J,, In United States v.
Brown et al, 5 F, Supp. 81 (8. D. N. Y. 1833).
The opinion in this case Is invaluable because
of Ita collection and analysis of the important
pertinent decisions of both American and
English courts.

® For comments of & historian, see Beard
and Beard, America In Midpassage (1939) 162.

‘E. g., In the Matter of Michael J. Meehan,
2 8. E. C. 688; In the Matter of White and
Weld et al, 3 8. B, C. 466; In the Matter of
Charles C. Wright et al, 3 8. E, C. 190,

A. A. Berle, Jr. In an article on “Stock
Market Manipulation" (38 Columbia Law
Review 303) advances the theory that the
Securities Exchange ‘Act of 1634 and certain
sections of the Securities Act of 1833 are
merely codifications of the law previously
established in United States v. Brown et al.,
79 F. (2d) 321 (C. C, A. 2, 1935) afmirming 5 P.
Supp. 81 (8. D. N. Y. 1933), cert. den, 200
U. 8. 650 (1935). For other cases prior to
Securities Exchange Act of 1034, see cases
cited in note 17, infra,
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tion", stabllizing activities were subjected to
such treatment as this Commission found to
be necessary in the public Interest or the
Interest of investors, The claim has been
made that Sectlon 9 (a) (6) leaves the Com-
mission with no authorisy to outlaw “peg-
ging, fixing and stabilizing”, With this claim,
I do not sgree. The truth, as I see it, 1s that
Congress was intent upon outiawing stabiliz-
ing but because of the strenuous fight made
sgainst such a coursze, determined to leave
the problem with the Commission with a
mandate to solve it. This conclusion is for-
tified by a statement of the Senate Committes
on Banking and Currency which considered
the matter, That committee stated:

“Practices such as pegging, fixing or stabi-
lizing the price of a security are subjected to
reguidtion -by the Commission, which s au-
thorized to prescribe such rules as may be
necessary or appropriate to protect investors
snd the publie from the vicious and unsocial
aspects of these practices.” "

If this Commission took the view which I
take, that so-called stabllization in connec-
tion with offerings “at the market” 15 not in
the public interest and that prohibiting it is
necessary for the protection of investors, it
would be at liberty to say 8o and to make its
view effective by enscting & rule forbidding
it when the distribution is “at the market”.
My adherence to this position has been known
to the Commission for some time.

II. Analysis of Regulation X-9A6-1 (17
CFR, 240.0A6-1), The regulation became of~
Tective February 15, 1940, What is the stabi-
lizing that the regulation permits? JIn gen-
eral, 1t permits those who are selling listed
securities to the public in either a primary
or secondary distribution on or off the ex-
change to stabilize the price on the exchange,
provided that they do %0 in the way specified
In the regulation.

Speaking generally, the regulation provides
that no person shall stabllize a securlty
registered on a national securities exchange
to facilitate an offering “at the market” of
eny registered security unless a notice of in-
tention to stabllize has Been sent to this
Commission., 'The stabllizing need not be
done by the persons making the offering nor
need it be confined to the security being
offered, but It may include sany other regis-
tered security., Thus, if the offéering s of a
security of a holding company, the stabiliz-
ing could, in theory at least, be applied to
every other registered security of that corpo-
ration and to every registered security of
every subsidiary of the corporation. For ex-
ample, in the case of Electric Bond and Share
Company about ninety-six securities could be
affected.

The regulation provides that purchases
made during the course of the stabliizing
operations may not be at a price above the
price of the last sale on the exchange and at
such price only when the highest price of the
security on the date of such purchase exceeds

cuted against persons who have engaged in
nctivities resulting in the establishment of
artificisl market prices but which, in viola-
tion of Section 17 (a) (2) of the Securities
Act of 1033, were not disclosed. See Coplin
ot al. v. United States, 88 F. (2d) 652 (C. C. A.
0, 1937), cert. den, 301 U, 8. 708 (1937);
Kopald-Quinn v. United States, 101 F. (2d)
828 (C. C. A, 5, 1038).

It 15 to be pointed out that in these cases
the defendants in the injunction cases and
the respondents in the criminal cases and in
our cascs suspending brokers from exchanges
were found guilty of rafsing prices by manip-
ulation to assist them in distributing securi-
ties; wherens the present rule permits not
the raising of prices but the preventing of
price declines. I can see no differences in
substance between manipulation that causes
& rise In price and & manipulation that pre-
vents a fall in price. I believe there is no
difference.

*8. Rep. No. 1455, 73d Cong., 2d Sess., p. 55.

the last sale price by 14 of 1% of the highest
price or 3§ point, whichever Is greater, Thus,
purchases may not be designed to raise the
price, but only to retard a decline. In no
event may purchases above a “maximum
price” be made. The “moximum price" may
be as much as 102% % of (but In no case
more than one point above) the price at
which any stabilizer effects his first purchase
of thé security after the notice of intention
to stabllize has been sent to the Commission,
That price establishes the level above which
the stabilizer can neither support the market
nor profit from its rise. It must be admitted
that these provisions are intended to prevent
prices being run up and to prevent stabilizing
at a level to which the price has been run
up by manipulstion. But stabllizing is ad-
mittedly a form of manipulation. There s,
to my way of thinking, no difference in sub-
stance between mlsing a price by manipula-
tion and maintaining & price through manip-
ulation.

It is important to point out that the regu-
Iation does not apply to securities offered at
& fixed price but only to securities offered “at
the market”. "Offering ut the market” is
defined 8s an offering in which the offering
price is represented to be * ‘at the market'
or at a price related to the market price",
Stabilizing when related to offerings at o
fixed price, not represented to be at the mar-
ket or related thereto, in left unregulated and
undefined, ¢

I think that the worst possible situation in
which to permit stabilizing is when the of-
fering price is represented to be “at the
market”, Even when stablilizing is permitted
in connection with an offering at a fixed price,
the harm to investors is not to be overlooked
for there the stabilized price may frequently
mislead and Injure those who buy. The in-

‘vestor, observing the exchange price or (as

oftéen happens) having had his attention
called to it by salesmen, believes, as he has
a right to, that the price is one made by the
free play of supply and demand in a falr and
unmanipulated market' But when the offer-
ing price is “at the market” the possibilities
of deception and injury to investors are im-
measurably increased. Securities issued “at
the market” are issued on the theory that the
price s set not by the underwriter but by
the interplay of the forces of supply and
demand, Yet the regulation by pormitting
stabillizing of such securities permits an in-
terference with the free forces of supply and
demand and thereby tolerates the creation
of a price mirage and the distortion of the
price which would be set by the market if it
were to function without artificlal support.

The process of distributing “at the market"
where the market Is controlled by the distrib-
utors has in the past caused the public in-
vestors losses amounting to many tens of
millions of dollars, These losses—losses
which are actual and not theoretical—are
mirrored in case histories. The practice was
employed by the Citles Service Securities
Company (a wholly-owned subsidiary of
Clties Service Company) when the securities
company In the period from April 1927 to
December 1830 collected from the American
investors $1,146,618779 from the sale of
Clties Service common stock. Its peculiar
vice was that the money used to build up the
price of the common stock on the Curb Ex-

T When an outsider, a member of the pub-
1lio, reads the price quotations of u stock listed
on an exchange, he is justified In supposing
that the quoted price is an appraisal of the
value of that stock due to a series of actual
sales between various persons dealing at arm's
length in a free and open market on the ex-
change, and so represents a true chancering
of the market value of that stock thercon
under the process of atfrition due to supply
operating against demand, (Citing cases)."
Woolsey, D. J., In United States v. Brown et
al, 5 F. Supp. 81, 85 (S. D. N, Y. 1038).
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change was obtained from the publie to
whom the stock was being sold on the over-
the-counter market at constantly rising
prices; prices made by purchases with money
which the publio {tself was providing.™ Con-
trol of exchange prices was employed in con-
nection with the distribution of securities
of Associated Gas and Electric Company,
United Founders Corporation, Corporation
Securities Company of Chicago and the Insull
interests in distributing common stock of
Middle West Corporation, to name only s
few significant examples,

For some years I have had & conviction
which deepens with the reading of the Com-
mission’s Reports on Investment Trusts and
Investment Companies, especially those deal-
ing with United Founders Corporation and
United States Electrlc Power Corporation,
that the greatest injury done the investing
public through the manipulation or control
of stock exchange prices, was the pervasive,
destructive and seemingly irresistible power
of the print on the ticker tape to promote
the distribution and sale of seécurities over-
the-counter and by off-the-exchange solici-
tations—securitica many of which were over-
priced, some of which were worthless, and
others of which were issued from unworthy
motives,

That an offering “at the market" implies
& price fixed by the forces of supply and de-
mand {free from artificial stimulation was
recently made clear by the unanimous de-
cision of the Sixth Circuft Court of Appeals
in Otis & Co, v. Securities and Exchange Com-
mission' In that case the Commission had
asserted that Otis & Co. had violated Section
17 (a) (2) of the Securities Act of 1033 which
makes It unlawful to obtaln money any
untrue statement of a material fact of any
omission to state a material fact necessary
in order to make the statements made, in
the circumstances, not misleading, A sec-
ondary distribution of the stock of the Mur-
ray Ohio Company was involved., Representa~
tives of Otls & Co. approached certain large
stockholders some of whom agreed to sell
Otls & Co. a number of shares at the current
exchange quotation. They and certain other
stockholders agreed not to sell any of their
remaining shares for a perlod during which
Otis & Co. was redistributing (reselling) the
stock to the public over-the-counter. It was
alieged that during the period of resale, Otis
& Co, dominated the buying side of this
stock on the Cleveland Stock Exchange where
it was listed, During this period the exchange
quotation rose from 4% to 19. Otis & Co.
offered the stock “at the market”, and there
was evidence that its salesmen called the
market quotations to the attention of cus-
tomers. Otis & Co. resorted-to the claim of
stabilization—a claim which has been made
in practically every manipulation case the
Commission has ever instituted—and as-
serted that the withholding agreement was
beneficial to both distributor and purchaser.
The trial court found that Otis & Co, made no
disclosure of its withholding agreements or of
its extensive stock exchange purchases while
its salesmen pursuant to instructions were
offering the stock o the public “at the mar-
ket", Our counsel claimed and both the trial
and the appellate courts agreed with him that
an offering *“at the market” could refer only
to a “price standard which normally reflects
the operation of & free and open market in the
sale and purchase of the security. The
appellate court was somewhat more emphatic
in itz views than the trial court and said:
“We have held that the appellant's (Otis &
Co,) coffering to sell ‘at the market’ must have
been understood to !mply a price fixed by
supply and demand free from artificial re-

¥ The price at which the stock was sold
on the over-the-counter market was the pre-
vious day's closing price on the exchange,
*106 F. (2d) 579 (C. O, A. 6, 1939).
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straints and intentional stimulation, at
least o far as appellant was concerned.'”*

The regulation permits stabllizing in the
cases of both primary and secondary distri-
butions. A primary distribution is, speaking
generally, the first or original distribution of
a security. The proceeds thercof usually go
to the issuer. The is, speaking
similorly, o distribution or sale of a sscurity
by an individual owner who has owned it for
some time. The avsils of such distribution
usually go to the owner of the security.
Many secondary distributions are made by in-
vestors who, for reasons of their own (some-
times a poor opinlon of the security or
special knowledge of its weaknesses), wish
to shift their Investment or who are obliged
to obtain cash for one reason or another,
Many other secondary distributions have
their origins in other motives. Many of them
are generated by brokers or-dealers who seck
out owners of good sized blocks of shares,
persuade them to execute an option or equive
alent contract and then sell the securities
either over-the-counter or on the exchange
at a profit or for a commission,

The regulation specifics nothing as to the
slze of the offering involved. It follows that
the secondary offering Involved may be a
very small one. It may be said that In such
& case it will not pay the distributor to
stabllize or that he will not have the neces-
sary resources. That will be true in many
cases; but there will be a residue of cases
where it will not be true. They will consist
principally of low-priced, low-grade secur-
itles whose intrinsic worth is open S0 the
gravest doubt,

The regulation provides that no person
subject to it shall stabilize unless he sends a
notice of intention to stabilize to this Com-
mission and to the exchange where stabllizing
is to be effected, It Is to be pointed out,
however, that the person who gives the notice
may or may not stabllize. Having given
notice of his intention to stabilize, he may or

may not do so; or he may stabilize on one

day and not on another. He is required to
make reports to the Commission (not to the
exchange) describing his operations. These
reports are to be made to the Commission on
the first business day following the day on
which the stabllizing occurs. Thus, reports
of Monday's activities will reach the Com-
mission the following Wednesday, and the
reports of Saturday’s deals will reach the
Commigsion the following Tuesday, No pro-
vision has been made for making these re-
ports public, The Commission has been
urged to keep them secret. If they are not
made publie, the investor, at the most, will
know no more than that a notice of intention
to stabilize has been filed: he will not know
whether the price of the designated security
s nctually being artificially maintained. No
one will know, except some officers and em-
ployees of this Commission, the members
and employees of the syndicate group and the
brokers doing the stabllizing, It may be that
a new and very undesirable type of specula-
tion will develop, in which the real subject of
the speculation will be not the merits of the

" For cases where the Commission has held
registration statements defective for fallure
to nmplify the statement that aecuritios are
to be offered “at the market” by disclosing
past or proposed maninulation of the market
and other factors affecting it, sce: Rickard
Ramore Gold Mines, Ltd., 2 8. E. C. 377;
Canusa Gold Mines, Ltd., 2 8. E. C. 548; Old
Diamond Gold Mines, Ltd., 2 8. E. C. 788;
Quesnsboro Gold Mines, Ltd, 2'S. E. C. 860;
Ypres Cadiliac Mines, Ltd., 8 5. E. C. 41;
Thomas Bond, Ine, SBecurities Act Release
No, 1680: Potrero Sugar Co., Securities Act
Release No. 2054; Austin Sllver Mining Co,,
Securities Act Release No. 1774; and Unity
gold ncsorporauon. Securities Act Release

NO. 1776,

Ko, 180—10

security nor even the market trend, but
whether the stabilizers are stabllizing!

Even if the reports are made public, they
will be of Hmited usefulnessto the Investing
public, for their contents will not be known
at the best untll several days after the
stabllizing activities have occurred. Even
this is premised on the unwarranted assumpe-
tion that the contents of the reports filter
through the country within a reasonable time
after the reports are filed In Washington. It
i3 true that those who make the offering In
the over-the-counter market, through the
mails ar by office-to-office canvassing must
state In the prospectus that notice of inten-
tion to stabilize has been filed, but they must
immediately add, “This statement is not an

ce that the price(s) of the above
security(les) will be stabilized or that the
stabllizging, if commenced, may not be dis-
continued at any time.” If the distributor
sells to any person otherwise than on an
exchange, he must make written disclosure
that stabilizing transactions have been ef-
fected, if that is the fact, However, this
notice need not be given unttl the completion
of the transaction. This, according to the
current view, need not occur when the buyer
contracts to buy or even when he pays his
money, but only when the security is de-
livered, Assume that a buyer pays his money,
receives his security, then learns for the first
time that the market price on which he
relied had been artificially maintained by the
man who sold the security to him. Assume
further that he is dissatisfied and wants his
money back. Is he entitled to it? The
regulation, of course, does not attempt to
say. And I am unwilling to hazard an ex-
pression on what his rights may be. I am
convinced that in the absence of this regu-
lation and on the basis of common law cases,
he would haye the right to rescind the con-
tract for purchase and recoup his money or
sue for damages in an action at law,

However, such a buyer is the only one who
gots such notice. The security being sta-
bilized will carry no distingulshing symbol on
the ticker tape. The ordinary investor or
speculator who buys and sells on the stock
exchange will have no knowledge as to
whether the stock is subject to such a notice
of intention or whether it Is in fact being
stabllized, The short seller will not know
that the stock he is selling short is being
stabllized, and that, therefore, although the
trend of the market may be downward, the
price of his stock may rot go down and that
he may not be able to cover at a lower price™
Likewise, those associated with the persons
engaged in stabilizing can play the long side
of the market with at least the assurance
that a strong group is stabllizing the stock
and that the chances of the price dropping
are decreased.

The ordinary buyer and seller in the over-
the-counter market (not referring now to
the distributor and stabilizer) will likewise
have no notice of the stabilizing. Relatively
few persons throughout the country will gee
in the press a statement that a notice of
intention to stabilize has been filed; fewer
persons will understand what it rieans,

Furthermore, the person engaged in stabi-
lizing s not forbidden to enter into “stand-
off* agreements. Indeed, that one engaged
in stabllizing may negotiate such an agree-
ment is recognized by Form X-8A6-1 (17
CFE § 2409a6-1), which is the form to be
used to notify this Commission of an inten-

*The Act does not outlaw short selling,
It provides (Section 10) that it shall be un-
lawful to effect a short sale of any registered
security In contravention of such rules and
reguiations as the Commission may prescribe.
The Commission has adopted one rule limit-
ing and regulating but not forbidding short
sples, See Rule X-10A-1,
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tion to stabilize This means that the
distributor who artificlally maintains the
price or retards s price decline during the
period of distribution may obtain options
from all the principal holders of the security
(even though he has not the slightest inten-
tion of exerc| any or all of them) or
obtain thelr agretment that during the
period of distribution they will not offer
their securities for sale, The effect s, of
course, to diminish the supply while the
distributor is artificlally increasing the de-
mand (referring here, of course, to 86¢0;
distributions), Such a practice is strikingly
slmilar to that which this Commission and
the United States District Court and the
Sixth Circult Court of Appeals regarded as
unlawful in the Otls & Co. case, discussed
above 't »

III. The Commission's statement of policy.
The Commission’s statement of policy is not
coextensive with the reguiation to which it is
addressed. The statement is addressed to
the general problem of stabllization and not
alone to that restricted phase with which the
regulation is concerned,  The statement of
policy states that stabilization may be
“broadly defined as the buying of a security
for the limited purpose of preventing or re-
tarding a decline in its open market price in
order to facilitate its distribution to the
public” Implicit in this definition is the
admission, which the Commission’s state-
ment elsewhere expressly makes, that stablli-
zatlon Is one form of manipulation.® De-
fined with less euphemism it Is & manipuls-
tion designed to help induce the public to
exchange its money for & security which the
underwriter is selling at & market price the
decline of which, through his own acts, he is
preventing or retarding.®

The statement agrees that “whatever tech=
niques are followed * * * stabilizing rep-
resents a form of manipulation which inter-
feres with freo and open markets" but ac-
cepts the practice as “an integral part of
the American system of fixed price security
distribution”. That a practice which enables
an underwriter to shift the results of his
mistakes (such as Incorrect pricing and poor
distribution) to the public is accepted by the
majority ag “an integral part” of our system
of security distribution !s discouraging.

The philosophy of the Commission’s state-
ment is much the same as that of the Dick-
inson Committee whose report to the Sene

*Item 4 of Form X-0A0-1 reads: State
which of the persons named in Item 1 has
made or caused 'to be made any contract or
arrangement which is in effect whereby the
right of any person to sell any securities of
the lssuecr of the securities involved in the
stabllization (other than the securities which
are or were comprised within the offering)
was in any manner limited or restricted, and
attach as Exhibit A a copy of each such con-
tract and arrangement or, if oral, outline
briefly the provisions thereof,

HOts & Co. v. Securities and Exchange
Commission, 106 F. (2d) 579 (C. C. A. 6, 1839).

“Clearly defined, “manipulation” is “a
planned effort by an individual or group of
individuals to make the market price of a
security behave In some manner in which it
would not behave if left to adjust itself to
uncontrolled or uninspired supply and de-
mand”, Twentleth Century Fund, Inc, The
Security Markets (1935) 444,

M A series of transactions ralsing the price
for the purpose of inducing buylug by others
violates Section 9 (a) (2) of the Act and
results In jail sentences, infunctions and
disbarment of brokers from exchanges, A
serles of transactions designed to prevent or
retard a decline in the prico of a security In
order to facilitate its distribution to the
public is quite permissible!
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ate™ spoke of legitimate and Illegitimate
pools, That report sald:
#e * ¢ the underwriters support the mar-
ket by trading In the securities on the
exchange until the distribution is completed.
‘I'his has been criticized on the ground that
the public could have bought at a lower level
if the underwriters did not support the mar-
ket. If the security is properly priced, how-
ever, this transaction is not properly subject
to criticism, since otherwise no undewriter
could distribute at the public offering price,
and if he could not, he could not have af-
forded to enter Into & firm commitment to
pay to the corporation the money and the
latter, If it had no underwriting and had not
completed its sales or securities before its
maturity, might default, Naturally, such
transactions may be perverted from thelr
normal uses by ‘rigged” quotations on the
50 that when the syndicate stops
trading, that is ‘pulls the piug', the: price
sags and the publio has a security which is
selling several points below the public offer-
ing price. Such a sag In price, however, may
in some cases be due to poor distribution
of the security, 1, e, it was sold to too many
market traders rather than investors, 5o that
the sales exceed the demand rather than to
*any intrinsic defect in the security.’” »

T find myself in accord with but little of
this reasoning. The report says for example,
“If the security is properly priced * * *
this transdction ls not properly subject to
criticlsm™, If this statement is sound the
converse thereof ghould be equally sound,
1. e, If the security is not properly priced,
the transaction is properly subject to criti-
cism. When is a security properly priced?
What is & proper price If it Is not one estab-
lished by market based on supply and demand
unaffected by unnatural restraints and stim-
ulation? The stabilizing rule puts & pre-
mium on improper pricing in that the bur-
den thereof may be p d to the public, It
removes the one standard by which some
sort of intelligent judgment can be formed
a5 to whether the security was properly priced.
It will make for a poor and inexpert corps
of underwriters. But the Dickinson Report
continues as an answer to possible criticism,
“otherwise no distributor could distribute at
the offering price”, This is about equivalent
to saying the distributor eannot induce the
public to buy uniess he is sllowed to fool
the public. The reasoning employed would
almost justify taking the public's inoney by
force if the corporation needing it had n
maturity to meet, If an underwriter cannot
distribute st the offering price without resort
to artificially maintaining the price, he
should not distribute at that price.

The Dickinson Report speaks of the pos-
sibility of the price when the “plug
is pulled” (1. e, where the stabilizing activ-
ities end) and ascribes this to rigging. There
is no doubt that when the “plug is pulled”
the price usually sags. It is a form of rigging,
albelt & mild form. The price has often
sagged when “the plug was pulled” merely
because the supply has been Increased at a
rate out of proportion to the existing demand
for the security. In such cases the price
ought to ssg. However, the report says:
“Such a sag in price * * * may be due
to peor distribution”. There fs no doubt
that many sags have been due to poor dis-
tribution, but under this rule a premium is
put on poor distribution. The distribution
may be poor but If the stabllizing is effective
the natural results of poor distribution will
be postponed until after the distributor had
made his profit, .-

In striking contrast to the Dickinson Re~
port 1s the Pecora Report.® This report,

™ Stock Market Regulation, 73d Cong., 2d
Bess. (1834).

" AL pp. 18-14.

¥ Report of the Senate Committee on
Banking snd Cuwirency pursuant to B. Res,

happily, recognizes that there Is no Iitmus
to test the “good™ and “bad" practices; It
scknowledges the evils inherent In stabiliza-.
tlon and does not seek to apologize for its
conclusions.

In Bection 8 of Chapter II of the latter
report, investment banking methods are dis-
cussed. It is recognized that little true un-
derwriting goes on (p. $3). With respect to
pegging and stabilizing, it Is sald (p. 95):

“Obviously, the primary motive for arti-
ficially supporting the retail price is to af-
ford the members of the selling group & pe-
riod of time within which to Induce the
investing public to sbsorb the fssue. Were
the price to drop befare all the bonds were
sold, the bankers might be unsuccessful in
disposing of the entire issue. The investor,
relying upon the artificial price, ls influenced
to purchase the bonds by the apparent sta-
bility of the issue.”

Instances are cited where the motive be-
hind the pegging was merely to protect the
interests of an individual who dominated the
affalrs of the corporation.

The report states further (p. 97):

“The pegging process operates to decelve
the prospective Investor, re in an artl-
ficial manjpulation of price with o conse-
quent misrepresentaton of the true market
for the securities offered.”

The conclusion supported by recitals of
concrete instances, is “as soon as the bank-
ers ‘pull the piug’, L. ¢., withdraw their sup-
port at the expirstion of the period of pri-
mary distribution, there is a concomitant
decline in the price of the bonds”. Again
the report: 3

“Thus the benefits nccruing to the ulti-
mate investor from this artificial price
maintenance are negligible. Hence, the long
term investor recelves no lasting benefit
from the stabilizging process."

Again (p. 99):

“No matter how the operation Is char-
acterized, its effect is the same—Iit creates
the sppearance of a stable market where
public demand is maintaining the price,
whereas in fact the stability is an {llusion
created by the manipulative practices of the
bankers.™

The history of “stabllizing"” is sccom-
panfed by an impressive line of case-law
holding that practice and substantially simi-
lar practices to be in effect “manipulation
and against the public policy and denying
recovery under so-called stabilization agree-
ments.” And this Commission has recog-
nized that stabilizing possesses elements of
harm against which the public was to be
protected. In the promulgation of rules
with respect to over-the-counter tranaactions
the Commission promulgated a rule—Rule
X-15C1-8 (17 CFR, 240, 15C1-8)—which
provides:

“The term ‘manipulative, deceptive, or
other fraudulent device or contrivance’, as
used in section 15 (¢) (1) of the Act, is
hereby defined to Include any representa-
tion made to a customer by a broker or
dealer who Is participating or otherwise
financlaly iftterested in the primary or sec-
ondary distribution of any security which
15 not sdmitted to trading on a national

84 (72d Cong.) and S. Res. 56 and S, Res. 87
(73d Cong.). 8. Rep. No, 1455, 73d Cong., 2d
Sess. (1934). For a historian’s comment on
this report see, Beard and Beard, America in
Midpassage (1939) 162-5.

V" Harper v, Crenshaw, 82 F. (2d) 845 (D. C.
App. 1936), cert, den. 298 U. S. 685. See also
United States v. Brown, 5 F. Supp. 81 (8. D.
N. Y. 1033), aff’'d. 79 F. (2d) 321 (C.C. A. 2,
1835), cert, den. 206 U. S, 250; Sanderson &
Levi v. British Westrallan Mines and Shares
Corporation, Ltd., Queens Bench Division,
cited In United States v, Brown, ra,; Scott
v. Brown, L. R. (1882) 2 Q. B. D, :+ Berle,
Liability for Stock Market Manipulation, 81
Col. L. Rev. 264 (1931),
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securities exchange that such security is
being offered to such customer ‘at the mar-
ket' or at a price related to the market price
unless such broker or dealer knows or has
rensonable grounds to believe that o market
for such security exists other than that
made, created, or controlled by him, or by
any person for whom he is acting or with
whom he Is assoclated in such distribution,
or by any person controllad by, controlling
or under common control with him."

A practice which is deleterious on the over-
the-counter market does not ascquire pro-
priety when practiced on an exchange!

The Commission’s statement states that
the “stabllizing can be apprized in the light
not only of the needs of industry for caplital,
but of the prevailing methods of security dis-
tribution”, What need be pointed out is
that stabilizing operations are not necessnry
in the marketing of good issuts properly
priced and well distributed. Stabilizing be-
comes necessary only where the security is
such  that the underwriter must “make a
market”. In such a case it becomes the
underwriter's weapon to defy normal market
trends and to enable him to dispose of the
securities at a price which he determines.
At the same time it will give a fictitious ap-
pearance of strength to issues and attract
Investor's funds. . -

It is sometimes sought to Justify stabilizing
by pointing out that the process maintains a
market for those investors who want to sell
before completifon of the distribution, This
clatm 1§ not to be dented, nor need it be, for
the question 1s whether the process of
maintaining the market for the benefit of n
few who decide to sell encourages others to
buy at prices which cannot be maintalned
once the support js withdrawn. If the an-
swer is yos, the few who sell during such pe-
riod and the distributor are benefitting at the
expense of the many whao sell after the break,
As between the two groups, our duty is to

- protect the genuine investor,

There is unanimity of agreément that sta-

" bilizing enccurages the overpricing of secu-

rities ™ By giving a pretense of trading ac-
tivity and stabllity of price it invites buyers
into the market, Thus the demand for the
security Is Increased although the price is
“out of line",

The Commission's statement states: “"Some
proportion of an Issue offered to the public,
even though it may be initially sold cut by
the underwriters to the selling group dealers,
will find its way back Into the open mar-
ket, * * * It these reofferings nre not
absorbed by public buying in the open mar-
ket, thelr pressure will tend to force the
market price below the original offering
price.” At another place in the statement
reference is made to the argument that "sta-
bilization Is warranted in order to offset the
market ‘sbnormalities’ which result from the
very fact of offering.” I do not believe that
an “abnormality™ exists where supply ex-
ceeds demand, If supply Is out of line with
demand the price ought to fall and the un-
derwriter cught not to be permitted, for the
sake of his own purse, through the process of
stabilizing to stop the fall long enough (o
permit him to pass the loss to the public. If
the condition posed in the statement quoted
xbove exists and If stabllizing is permitted
the public will take the loss as soon as the
“plug is pulled” and pay for the underwrit-
er's error of judgment. The underwriter and
not the public should pay for the former's
mistakes. However, if the force of the argu-

ue to the offering

fact takes no ic-

use of the decline. It may

o dozen other causes, such as gen-

#This fact Is also acknowledged in the
Commission’s statement,
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eral trends, disaster, ot cetera. Still the sta-
bilfzing may continue—to the profit of the
underwriter and to the detriment of the in-
vestor,

The Commlission's statement frankly
acknowledges that “stabilizing cannot as n
practical matter be used to stem a market or
economic trend of any real significance
This ls certainly true. What need be added
is that those who are Induced to purchase
securities during that brief period when the
stabllizers are attempting to prevent the ap-
plication to these normal trends and before
thelr inability to do so for s substantial
period is realized by them, will bear the bur-
den of the attempt. '

The Commission's statement makes refer-
ence to the results of an examination of
stabilizing operations undertaken to facili-
tate the distribution of nineteen new bond
issues. It appears that the average drop
from original offering prices (after adjust-
ment for market changes) was about 1.4%
during the third month following their
offering dates. These figures are of telling
importance; particularly so when It is re-
called that these nineteen issues were high-
grade bonds and that they were offered during
what was for the most part a "seller’s mar-
ket." These figures—taken from actual and
not hypotheticpl experiences—make it abun-
dantly clear that the genulne market begins
when stabllization ends. ™

The Commission’s statement accepts the
premise advanced by underwriters that they
must always dispose of an issue within a few
haurs after the offering. “ That a speedy dis-
tribution is of value to the underwriter ia not
to be questioned In view of the restricted
amounts of capital which the underwriters
have and the very large amounts of particl-
pations which they accept.

I do not for one moment question the
value of stabilizing to the underwriter, Some
of them distribute nothing but high-grade
first mortgage bonds where the underwriter's
risk is at a minimum. Even in these cases
the underwriting contract 1s completed by
filling In the price and spread and amending
the registration statement just a few hours
before the public offering. In these cases
the so-called underwriter often has informal
assurance that every dollar of the lssue will
be sold slmost at once. The underwriter
naturally desires to ellminate from bhis
undertaking every risk that he can eliminate.
The fewer risks, the fewer his losses and the
greater his profits. This is especially under-
standable in an underwriting system where
the underwriter has little capital and sccepts
participations every year which exceed his
total capital many times over., The tabula-
tion set forth below is most revealing™ In
such a system of underwriting the so-called
underwriter tends to become & mere. dis-
tributing agent or merchant.

In England, unlike the practice in the
United States, the underwriters who take up
an unsubscribed portion of an issue generally
feel no haste in disposing of those securities,
They realize that eventually n buyer will be
found at the issue price or at & slight con-
cession.® The haste of the American under-
writers—admittedly a haste made n
by thelr lack of capital—has often given rise
10 unnecessary loases. Underwriters have

» Steiner and Lasdon, The Market Action
of New Issues—A Test of Syndicate Price
Pegging, 12 Harv, Bus, Rev, 839 (1934), This
article reports the results of a study of 288
fssues and conciudes that, “Of the 288 lssues
studied, 227, or 78.7% broke thelr offe
prices within the six-month period. * * *
Deducting convertible obligations * *
it was found that 208 out of 256 nonconverti-
ble obligations, or 79.3%, broke their offering
prices within the stipulated period. Con-
sidering amounts instead of number of issues,
$6,327,700,000, or 75.1%, of the sum total of
$8,427,000,000 worth of issues studied broke
thelr offering prices. When the adjustment
was made for convertible obligations, §5467,«

complained sbout the “fnllures” of certain
issues, Though the cialm is made that the
underwriters were required to take substan-
tinl losses on such issues, the fact Is that in
some, though not all Instances, if the under-
writers had held the securities for a period
they would have been able to zell the securi-
tics at a price above the original offering
price and in the Interim would have recelved
the Interest or dividends. The tabulation
below Is revealing ®

The self-interest of underwriters Is hu-
man, We must not forget, however, that it
is other people’s money which they are seek-
ing and that the savings of the public must
not be taken from it by any method which
1s not strictly honest® He who solicits from
the owner of a large number of shares an
option from which he then distributes over-
the-counter with the ald of the tape print
which he maintains through stabllizing op-
erations, does not deserve to be called "un-
derwriter.,” Such a course does not conform
to the best standards of the market place.

Against the principle that underwriters
should not be permitted to take the public's
money by any means other than those strictly
honest, no considerations of the paucity of
underwriting capital or the needs of indus-
try for capital should be permitted to pre-
vall. I for one am convinced that all the
needs of legitimate industry for caplital can
be met without resort to deception, To con-
tend otherwise Is no compliment to our
industries.

I think our primary consideration must
ba the interests of investors for If the in-
vestor Is driven from the market by un-

€00,000, or 775%, out of a total of $7.057,-
000,000 declined below the original price.

® Ratlo of average participations to average
capltal, 1634-39:

[In millions of dotiars)
Ratio
aver-
Aver- A."‘:" o
age ear
Company capita) | ¥ ":’u‘e’_ l’;utley-
om- | PREEC lipations
ployed | 7% 'toaver-
are
capital
Morgan Stanley & Co,, Ine. . 8 uw 17,81
Smith Barney & Co.......... 10 o 12.57
Kubn, Loeb& Co............ 16 142 B9
ing Corpomtion... n 142 12.54
Dillon, Read & Co..... ] 2 0. 1%
Biyth& Co....oocunn 4 s .83
Hurriman, Ripley & Co. 7 141 10. 58
Mellon Securities Corp. 12 040

*Excludes municlpal securition,

B Twentieth Century Fund, Inc., The Se-
curity Markets (1935) pp. 79-84.

* The table below does not purport to in-
clude ull issues since 1086 which were not
successful. Complete Information is not
avallable to the writer,
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§ (52
§ |5 [Feis| 8
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: e 2353 :
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Shell Union Ol 334 1051 { a1ams| o7 | 7/9/38l100934s
Northern States Power
B0 DR s ne 11737 1004 ] 11163811
Pure Ol 55 cum. p'rd. .| 8/2387] wrhil ... .. 35
Bethlebetn  Steol  3)4a week
T RR R e e gy o8 Hoof }wm
116/
Central (’l’u“mg” Public
Shell Union 234s 1954 | 71039| 96
Southern Bell 35 1979, . .| 772039,
Obio Publie Service
..... 10054 223/39/100

#Cf., Brandels, Other People's Money
(1914).

10981

ethical practices our whole system will
collapse, Moreover, the Investor is not the
only one who is immediately affected by sta-
bilizing. During the stabllizing period bank
loans which are collateralled by the securi-
tles being stabilized will be effected.™ and
margin calculations will be based upon arti-
ficlal prices, So too, the proper appraisal
of the value of securities necessary for a falr
calculation of taxes owed federal and state
governments will be hindered.®

Only by giving controlling consideration to
the interests of underwriters can it be sald
that stabllizing Is in the public Interest. The
statute throughout speaks of public interest
and the protection of Investors ss one and
the same thing and 1 am convinced they
are. In my opinion stabllizing s not in the
interest of investors and thereby is agailnst
the public interest,

IV. The Commission’s statement, using as
an example an instance where an underwriter
has entered into a firm commitment to dis-
tribute securities at a fixed price, refers to
stabilizing as a practice which enables the
issuing corporation to obtain from thé un-
derwriter a fixed sum of money at & fixed
date. This example has little application
to Regulation X-9A6-1 which has been
adopted. This regulntion s concerned with
stabllizing only where the distribution is “at
the market,” In such case the market price
is the offering price and there is no assur-
ance to the issuing corporation that it will
recelve a fixed sum or a fixed price. Fur-
thermore, the regulation !s not limited to
instances where firm commitments by un-
derwriters have been executed. It appiles
equally to Instances where the underwriter's
obligation is that of merely exercising his
best efforts to dispose of the securities, Here
again the lssuing corporation has no assur-
ance of receiving a certain sum for there is
no assurance that the entire issue will be
sold,

[Securities Exchange Act Release No.
2446, March 18, 1940]

§241.2687 Statement of the Commis-
sion respecting distinctions between the
reporting requirements of Section 16 (a)
of the Securities Exchange Act of 1934
and Section 30 (f) of the Investment
Company Act of 1940.

It should be noted that two marked differ-
ences exist betwoen the requirements of Sec-
tion 30 (f) of the Investment Company Act
and Section 16 (a) of the Securities Exchange

Act:

(1) The Investment Company Act requires
reports not only from those classes of persons
who are required to report under the Seourl-
ties Exchange Act, but also from certain ad-
ditional -classes of persons.” The classeas of
persons who must file on Forms N-30F-1
(17 CFR, 274.202) and N-30F-2 (17 CFR,
274.203) are the following: officers, directors
members of advisory boards, investments
advisers and thelr afiliates, and persons who
own beneficlally more than 10% of any class
of outstanding securities (other than short-
term paper). Those who sre afliates of
investment advisers solely because they are
employees are not required to report,

(2) Under the Investment Company Act,
the reports relate to all classes of securities
other than short-term paper. The reports
under the Securities Exchange Act relate only
to equity securities,

In regard to the classes of persons required
to report on the new forms, definitions of
all the classes named except “officers” may
be found in section 2 (n)’ of the Investment
Company Act, "Officer” s defined in.the

3 Securities Exchange Act, sections 2 (2)
and 2 (3): American Sumatra Tobacco Corp,
V. Securities and Exchange Commission, de-
clded January 2, 1940, Court of Appeals for
the District of Columblia,

* This point is recognized In the Act, See
section 2 (3).
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instructions to the forms to miean prealdent,
vice president, freasurer, secretary, comp-
troller, and any other person who performs
for an issuer, whether incorporated or un-
incorporated, functions corresponding to
those performed by the foregoing officers.
It Is the opinfon of the General Counsel of
the Commission that an ssalstant would be
an “officer” if his chief is so Inactive that
the nssistant is really performing his chlef’s
functions. However, an assistant, although
perf some functions which might be
those of his chief, would not be an “officer™
£0 long a8 these duties were under the super-
vision of his chlef, Temporary absence or
brief vacation of an officer during which sn
asaistant performs the officer’s duties would
not constitute the assistant an “officer.”
Subject to the foregoing, assistant treasurers,
assistant secretaries, and assistant comp-
trollers, for example, are not to be considered
“officers" for the purposes of this definition.

[Securities Exchange Act Release No,
2687. November 16. 1940]

§ 2412600 Statement of the Commis-
sion issued in connection with the adop-
tion of Rules X-8C-1 (17 CFR, 240.8C-1)
and X-15C2-1 (17 CFR, 240.15C2-1)
under the Securities Exchange Act of
193¢ relating to the hypothecation of
customers’ securities vy members of na-
tional securitics erchanges and other
brokers and dealers.

Application of rules—(a) Rule X-8C-1 (17
CFR, 240.8C-1). This rule applies to all mem-
bers of national securities exchanges, and to
all brokers and dealers who transact a busi-
ness in securities through the medium of
any auch member.

(b) Rule X-15C2-1 (17 CFR, 240.15C2-1),
This rule applies to all brokers or dealers
regardless of whether they are members of a
national securities exchange or do a business
in gecurities through the medium of such &
member, The rule defines as a “manipuls-
tive, deceptive or other fraudulent device or
contrivance” any hypothecation of customers'
securities except under  the same circum-
stances as are specified by Rule X-8C-1.

Prohiditions of the rules. Bince the two
rules, in effect, nre identical in scope and
text they will be discussed and explained
together. Throughout this summary the
term “broker” will be used to mean a mems-
ber, broker or dealer. The rules contain three
simple prohibitions which, generally speak-
ing, colncide with the three clauses of Sec-
tion 8 (c) of the Securities Exchange Act of
1934,

In effect, paragraph () of the rules pro-
vides that:

(1) A broker may not hypothecate securi-
ties carried for the account of his customers
in such a way as a permit such securities to
be commingled with securities of other cus-
tomers uniess he first obtains the written
consent of each such customer:

(2) A broker may not hypothecate securl-
ties carrled for the scoount of his customers
under a lien for a loan made to the broker in
such a way as will permit such securities to
be commingled with securities of any person
other than a bona fide customer; and

(3) A broker may not hypothecate securi-
ties carried for the account of his customers
in such & way as to permit the llens of
pledgees thereon to exceed the aggregate in-
debtedness of all of such broker's customers
in respect of securities carried for their

accounts, /|

Definitions. For the purposes of these rules
the term “customer” does not include gen-
eral or special partners or directors or officers
of the broker, as the case may be, but does
include other members, brokers or dealers,
By excluding from the term “customer” any
participant as such in any joint, group or
syndicate socount with a broker or any part-
ner, officer or director of the broker, the rule

permits the broker or any partner, director or
officer thereof to participate with others in
such accounts,

The term “securities carried for the ac-
count of customers” s defined by the rules
to mean (1) securities received for the ac-
count of a customer; (2) securities sold, and
earmarked or otherwise appropriated, to a
customer; and (3) securities sold, but not
nsppropriated, by a dealer to a customer who
has made any payment cn account, to the
extent that the dealer owns and has recelved
like securities. However, where securities are
sold to & customer on a dealer basls, and
where the securities are subject to a lien, they
do not become “securities carrled for the
account of a customer” pending their releass
from such lien as promptly as practicable,
Becurities which are not “carried for the
account of customers”, of course, are not
subject to the rules.

The rules provide that “aggregate indebted-
nesa” of a broker's customers shall not be
deemed to be reduced by reason of uncol-
lected items. Thus, if the broker receives a
check, part or all of the proceeds of which
nre to be credited to a customer, the “aggre-
gate indebtedness" of customers is not re-
duced by the amount of the check until it
has cléared. In the usual case, customers’
debits are reduced or paid off by checks,
Consequently, before such reductions in the
“aggregate indebtedness™ of customers ac-
tually oceur, the broker will normally have a
reasonable perfod of time between receipt of
checks and thelr clearance in which he can
reduce loans collateralized by customers'
securities In order to prevent a violation of
paragraph (a) (3) of the rules.

In computing the “aggregate indebtedness"
of two accounts, one of which guarantees the
other, they are to be treated as a single
account and are to be considered on a con-
solidated basis, PFurthermore, in the case of
nccounts in which both long and short posi-
tions are carrled, the “aggregate indebted-
ness” of customers includes an amount equal
to the market value of securities short in
such accounts.

The rules also provide that In computing
the total amount of the lens to which cus-
tomers' securities are subject, a broker or
dealer may disregard any rehypothecation
thereof by another broker who is also subject
either to Rule X-8C-1 (17 CFR, 2308C-1) or
Rule X-15C2-1 (17 CFR, 240.15C2-1).

Exemptions. QGenerally speaking, brokers
should have no difficulty In complying with
the requirement of paragraph (a) (3) that a
broker must not pledge his customers' gecu-
ritles for a sum which, in the aggregate, is
greater than the total amount that his cus-
tomers owe to him on securities carrled for
their accounts. Good brokerage practice
alone would make it desirable for a broker to
borrow substantially less on customers’ secu-
ritles than customers owe him. There should
thus be a *cushion” of his own capital be-
tween the amount of customers’ debits and
the amount of the broker's bank loans on
customers’ securities. This “cushion™ should
be sufficient In size to absorb any reasonably
anticipated reductions in customeys’ indebt-
cdness.,

Nevertheless, in order to take care of the
exceptional situation where customers' in-
debtedness is pald off In so great an amount
as to use up this “cushion” and thus to re-
duce the total of customers' debit balances
below the broker's cwrrent borrowings on
customers’ securities, this paragraph contains
an exemption. The exemption provides that
paragraph (a) (3) shall not be deemed to be
viclated if, as a result of reductions in the
nggregate indebtedness of customers on any
day, the amount of the liens to which cus-
tomers’ securities are subject during that day
exceeds the total indebtedness of customers
in respect of securities carried for their ac-
ocounts, A payment by a customer on any
day which reduces the amount which the
customer would owe the broker on that day
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had the payment not been made is regarded
ns a reduction of indebtedness on that day
within the meaning of the rules.

This exception 15 a limited one and is ap-
plicable only if funds [or securities]* suffi-
clent to reduce the llens to which customers'
securities are subject are pald or placed in
transfer to pledgees s0 as to eliminate any
temporarily exempted excess as promptly os
practicable after the reduction occurs. The
phrase “as promptly as practicable”, as used
in this exemption and in paragraph (b) (2)
of the rules, means as soon as possible In the
light of all the surrounding facts and cir-
cumstances, such as the size of the firm and
its stafl, the scope of its operations, the val-
ume of business and the physical, practical
and geographical limitations.

However, if 1t is not practicable to elimi-
nate such an excess of liens over customers’
indebtedness on the day upon which it arises,
the rules require that funds sufficient to ellm-
inste the excess must be pald or placed in
transfer to pledgees either before one half
hour after the commencement of banking
hours on the next banking day &t the place
where the broker carries his Jargest principal
amount of loans or before the broker obtains
or increases any bank loan coliateralized by
customers' securities, whichever is earller,

Ezemption for cash accounts. Paragraph
(c) of the rules affords a limited exemption
from the requirement of paragraph (a) (1)
that customers' securities may not be com-
mingled under a loan unless all of the cus-
tomers concerned have consented to such
commingling. This exemption is applicable
only to securities which are carried for a
customer In a special ensh account within
the meaning of Section 4 (¢) of Regulation T
of the Board of Governors of the Federal
Reserve System,

Generally speaking, such a special cash ac-
count is one 1o which the member, broker
or dealer purchases securities for, or sells
securities to, a customer only If funds suffi-
clent for the purpose are already held in the
customer's account or if the purchase or sale
is effected in reliance upon an agreement,
accepted in good falth, that the customer
will promptly make full cash payment for
the securitles.

The exemption afforded by the rules for
the commingling of customers' sacurities
without their consent, where the securities
are carried in such a special cash account,
is subject to the condition that at or before «
the completion of the transaction of pur-
chase of such securities for, or of sale of such
securities to, the customer written notice is
given or sent to him disclosing that the se-
curities are or may be hypothecated under
circumstances 'that will permit the com-
mingling therecof with securities of other
customers. The term “the completion of the
transaction” has the same meaning as is
given to that term by Rule X-15C1-1 (b)
(17 CFR, 240.15C1-1).

Ezxemption for clearing house liens. Para-
graph (d) of the rules exempts from the
operation of paragraphs (a) (2), (a) (3) and
certaln other provisions any len of a clear-
ing corporation or similar department or as-
sociation of a national securities exchange for
a loan made and to be repaid on the same
calendar day, if it is Incidental to the clear-
ing elther of securities or of loans through
the clearing house, Thus, for all practical
purposes, the broker, in operating under
pnqupxu () (2) and (a) (3) of the rules,

can disregard his pledges of customers' secu-
ritles under clearing house liens, However,
in computing “aggregate indebtedness” the
broker must also disregard any indebtedness
in respect of any securities which are sub-
Ject to a clearing house lien exempted by this
paragraph.

2 The phrase “or securities” was added to
the text here summarized by an amendment
of the rules effective March 28, 1941,
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Exemption for certain liens on securities
of noncustomers, Paragraph (o) permits
pledgees, whether banks or others, to have

what may be referred to as a “one-way lien” .

ngainst the broker's own securities. In dis-
cussing this exemption, brief reference must
first be made to existing banking practices in
the handiing of brokers' loans. The usual
type of loan agreement entered into between
banks and borrowing brokers is designed to
give the pledgee bank a llen upon all secu~
rities which the broker may place in the

on of the bank, for the full amount of
all credit extended to the broker, even
though some of such securities may be secu-
rities whieh the borrowing broker is carrying
for the account of his customers. A broker's
pledge of customers' securities under such
circumstances to a bank, broker or other
lender from which he is also borrowing funds
collateralized by his own securities would, of
course, violate paragraph (a) (2) because
securities of customers would thus be com-
mingled under a common lien with securi-
ties of persons other than bona fide cus«
tomers. Paragraph (a) (3) might aiso be
violated because customers' securities would
thus be subjected to llens for a total amount
equal to the sum of the broker’s borrowings
on customers' securities and his borrowings
on his own securities, which total might, of
course, exceed the aggregate indedbtedness of
all customers to the broker.

The type of loan agreement heretofore in
force between banks and borrowing brokers
in some cases also provides that the bank
may rehypothecate any collateral deposited
by the broker, alone or with other property,
for an amount greater than the broker's bor-
rowings from the bank. The bank’s right to
effect such a rehypothecation would, of
courte, aiso involve a breach of ph
(a) (2) and paragraph {a) (3) of the rules.
Furthermore, any right of rehypothecation
by & bank which would permit the com-
mingling of the broker's own securities with
those of his customers would, In any event,
violate paragraph (a) (2).

Similarly, under the “day loan" agreements
which have been in general use, the lending
banks have obtained a lien upon nll securities
bought or otherwise acquired with the pro-
ceeds of the day loan, Under such an agree-
ment, where a firm uses the of &
day loan to take up securities for its own
acoount as well as for the account of custo-
mers, it would be hypothecating their securi-
ties and his own securities under a single
lfen.

The same situation normally exists where
A broker is carrying an account of his own
and aa omnibus account for his customers
with a second broker, Any lien which the
eccond broker carrying the accounts may
have against customers' securities in the
omnibus account to secure the first broker's
debit balance In his own account would like-
wise Involve a violation by the first broker
of paragraph (8) (2) and, In some cases, of
paragraph (a) (3) of the rules. )

In order to avold such violations of Rules
X-8C-1 (17 CFR, 240.80-1) and X-15C2-1 (17
CFR, 240.15¢2-1), brokers who pledge custo-
mers' securities with any pledgee from whom
they are also borrowing on thelr own securi-
ties must see to it that the pledgee, whether
it be & ‘bank, another broker or any other
lender, does not obtain a general or so-called
“cross-lien” on customers’ securities as addi-
tional collateral for other loans which it has
mpde to the broker on his own securities or
those of his partners on other non-customers.
In other words, where a broker pledges cus-
tomers' securities as well as his own securities
with a single pledgee to secure several loans,
one or more of which are made against the
broker's own securities, it will be necessary
that the pledgee does not have a lien upon
customers’ securities for any loan. except
other loans also made against securities car-

ried for the account of customers of the same
broker.

It will also be necessary to see that the
pledgee, unless he 1a a broker or dealer sub-
Ject to Rule X-8C-1 (17 CFR, 240.8C-1) or
Rule X-15C2-1 (17 CFR. 240.15C2-1), does
not have a right to rehypothecate customera’
securities commingled with those of the
broker or to rehypothecate customers’ sectirl-

ties for a sum greater than the loans agalnat .

those securities,

Furthermore, In situations where the
broker will use the procceds of a “day loan"
to take up or otherwise acquire securities for
his own account as well as for the account
of customers, It will be necessary that, at any
particular time, the llen of the pledgee under
“day loans" upon securities of customers
shall be no greater than that amount of the
proceeds of the "day loans™ as is then actually
In use to acquire customers' securities, plus
the amount of other loans (I. e, not “day
loans") collateralized in whole or In part by
customers’ securities. Such a limitation on
the lien of the “day loan" would prevent not
only the violation of paragraph (a) (2) which
would otherwise result from commingling
customers' sgecurities with the firm’'s own
securities under such a loan, but also possi-
ble viciations of paragraph (a) (3) which
might so result,

The Commission understands that a sub-
stantinl time before the rules become effec-
tive, banks which customarily do a loan
business with brokers and dealers will have
made appropriate revisions in their general
loan agreements as well as in thelr “day
loan™ agreements designed to permit brokers
to meet the requirements of paragraphs (a)
(2) and () (3) of the rules.

Although paragraph (a) (3) of the rules
does prevent & pledgee from having a lien on
customers’ securities for loans made against
the brokers' own securities, paragraph (e) of
the rules permits the converse. That is, it
permits what might be called a “one-way
lien" against the broker's own securities ns
additional collateral for loans made against
customers’ securities., To this end the rules
provide that the broker may use his own
securitles as additional collateral for day
lcans and for loans which are "made against
securities carrled for the account of cus-
tomers,” For the purposes of this exemption,
such a loan is defined as a loan which is ob-
tained or increased only on the baais of secur-
itles carried for the account of cus-
tomers. * * *3 The exception does not
permit the broker to deposit his own securl-
ties as collateral in substitution for cus-
tomers’ securities.

Notice requirements. Finally, paragraph
(f) of Rule X-8C-1 (17 CFR, 240.8C-1) pro-
vides that no person subject to its provisions
shall hypothecate any securities of a cus-
tomer unless at or prior to the hypothecation
he gives written notice to the pledgee that
the security pledged is carried for the ac-
count of a customer and that the hypotheca-
tion does not contravene the rule, However,
in the case of an omnibus account, where
written notice to the broker carrying the ac-
count may not be practicable before each
transaction which results in a pledging of
the securities bought for the account, the
member, broker or dealer for whom the ac-
count is carried need only furnish a signed
statement to the broker carrying the omnibus
account that all securities in such account
will be customers' securities and that the
hypothecations will not contravene the rule,
Day loans which are made and to be repaid
on the same calendar day are exempted from
these requirements for the giving of notice to
pledgee.

[Securities Exchange Act Release No.
2690, November 15, 1940]

*The deleted material was rendered inap-
piicable by subsequent amendment of the
rules,
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§ 241.2822 Opinion of General Coun-
sel, relating to paragraph (b) (2) (ii) of
Rules X-8C-1 (17 CFR, § 240.8C-1) and
X-15C2-1 (17 CFR, § 240.15C2-1) under
the Securities Act, concerning the hy-
pothecation of customers' securities.

Your first question assumes a situation
in which a dealer sells securities to an out-
of-town customer, The customer lnstructs
the dealer to deliver the securities to the
X Natlonal Bank for his account ageinst full
payment of the purchase price to be mude
by the X Natlonal Bank. As soon as the
dealer is in a position to make delivery he
puts the securities into an envelope addressed
to the X National Bank for the account of
the out-of-town customer. At the same
time, a bookkeeping entry is made showing
the certificate numbers of the certificates
which are to be delivered to the X Natlional
Bank in accordance with the customer’s in-
structions. The dealer's messenger tenders
the security to the X National Bank. How-
ever, the X National Bank for some reafon
refuses to accept dellvery and to pay the
purchase price. You ask whether such secu-
rities by reason of this act of identification
have become “securities carried for the ac-
count of” the out-of-town customer under
paragraph (b) (2) (11) of Rules X-8C-1 (17
CFR, 2408C-1) and X-1502-1 (17 CFR,
240,15C2-1).

It is my opinion that under theso circum-
stances the securities in question have not
been “appropriated” by the dealer to the
customer within the meaning of that para-
graph of the Rules and therefore are not
“securities carried for the account” of the
customer. Such Identification ag has been
made by the dealer is merely Incldental to
the mechanics of the dellvery which is re-
quired to fulfill the sale. In my opinion, In
situations where the terms of the sale call
for delivery to the buyer or to an agent of
the buyer against full payment of the pur-
chase price, “appropriation” within the
meaning of the Rules normally would ocour
only when delivery is made to the purchaser
grlmtho purchaser's agent and sccepted by

As a second question, you ask when "ap-
propriation™ occurs if the out-of-town buyer
Instructs the dealer to ship the securities to
him under & sight draft which the secu-
ritles are attached. I understand that in
such a case tho dealer gives the draft and
the securities to & bank for transmittal and
collection and that ordinarily such bank is
considered the sole agent of the forwarding
dealer for the purposes of transmission and
collection. Here agaln, It Is my, view that
the securities are not “appropriated” to the
customer under the rules until they are de-
livered to the buyer or the buyer's agent and
the draft has been honored. Whether the
dealer gives the securities and the draft to
the bank for “"collection only™ or obtains
immediate credit from the bank on the draft
by discounting it or otberwise Is In my opin-
jon immaterial,

Of course, this opinion as to when “appro-
priation” occurs in such case is predicated
upon what I understand to be the customary
practice in the busineas, It i{s possible that
special arrangements may be made between
the parties as a result of which "appro-
priation” may take place before the delivery
of the securities and the honoring of the
draft, This opinion does not purport to pass
upon such special cases.

Finally, you Inquire when “sppropriation™
under the Rules takes place in dealers' trans-
actions In which there Is no agreement as
to the time, method and place of delivery,
or in which for other reasons prompt delivery
of the securities sold is not contemplated.
In those situations the securities would be
considered to have been “eppropriated” when
the dealer segrogates, identifies or otherwise
earmarks the securities sold either by tagging
them, by placing them In an envelope for the
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customer or by identifying them by some
other means, such as a bookkeeping entry,
in the customer’s account, of the certificate
numbers of the securities sold to him. From
that time on the securitios are “securities
carried for the secount of” customers and,
subjoct to the temporary exception for exist-
ing llens which paragraph (b) (2) (i1) of
the Rules itaelf provides, any pledge of the
securities would have to meot the require-
ments of the Rales,

[Securities Exchange Act Release No.
2822, March 17, 1841]

§ 241.3040 Partial text of letter sent
by the Dircctor of the Trading and Ex-
change Division to certain securities
dealers who had failed to keep records
of the times of their securities transac-
tions, as required by Rules X-17A-3 (17
CFR, 240,17a-3) and X-17A-4 (17 CFR,
240.17a-4) under the Securities Ez-
change Act,

I wish to emphasize that paragraph (a)
(7) of Rule X-17A-3 (17 CFR, 240.17a-8)
specifically requires that “a memorandum of
each purchase and sale of securities” for the
account of your firm be kept which must
show “the price and, to the extent feasible,
the time of execution" of each transaction.
The phross “to the extent feasible” was in-
tended to be applicable only In exceptional
circumstances where it might be actually im-
poesible to determine the exact time of cxecti-
tion. In this connection, I wish to point
out that our nce has demonstrated
that it is In fact feasible to keop the times of
so-called “trading transactions”. I might
also add that a transaction is “executed™
within the meaning of the rule when the
contract to sell or purchase, as the case may
be, is entered Into by the trader or other
person authorized to effect transactions for
the account of the figm.

I therefore suggest that your firm take
prompt steps to insure the recording of the
times of all transactions executed by your
trading department as well as of all other
transactions. Even in unusual situations
where it may be physically impossible to
determine the precise time when the trans.
nction was executed, the rule requires that
ot least the approximate time be noted,

[Securities. Exchange Act Release No.
3040, October 13, 1941)

§ 241.3056 Opinion of General Coun-
sel, relaling to the anti-manipwlation
provisions of section 9§ (a) (2), 10 (b)
and 15 (¢) (1) of the Securities Exchange
Act of 1934, as well as section 17 (a) of
the Securities Act of 1933.

You have nsked me for my opinion as to
the legality of certain transactions which you
propose to effect in stock of the X Corpora-
tion, & security listed on a national securities
exchange and registered under the SBecurities
Exchange Act of 1934. As I understand the
situation from yourdetter, you have made a
study of the condition of the X Corporation,
and have satisfied yourself that, at tho cur-
rent market quotation, the stock is under-
priced, You have recently acquired a sub-
stantial block of the stock In a privately ne-
gotiated transaction, and contemplate mak-
ing a public distribution of the block so
acquired. In order to increase the size of
the proposed redistribution you wish to pur-
chase additional shares In the open market.
Your letter Indicates that you expect that
your purchases of additional shares will have
the effect of raising the market price of the
stock to n figure somewhat closer to what you
consider to be 1ts true value. Your proposed
redistribution would be at that ipcressed
figure.

In entering upon any such program, it is
essential to keep In mind the provisions of

section 9 (8) (2) of the Securities Exchange
Act, which makes it unlawful, directly or
Indirectly, “to effect * * * a series.of
transactions in any security registered on a
national securities exchange creating actual
or apparent active trading in such security or
raising or depressing the price of such secur-
ity, for the purpose of inducing the purchase
or sale of such security by others. [The ital-
ies are mine.)

Your letter shows that a vital part of your
program will be the expected rise in price
which will enable you to make the profit
without which you would naturaily be un-
willing to go into the operation. As you
point out, any substantial buying on your
part would naturally advance the price.
Bringing about a price rise by extensive pur-
chases Is not unlawful in fitself; this was
recognived by the Senate Committee on
Banking and Currency, which, in its report
on the Act prior to its pessage, sald:

“To manipulate the price of a security by
any serfes of transactions with the specific
intent of ralsing or depressing the price, Is
prohibited by paragraph (8) [the present
paragraph (2)]. Any extensive purchases
or sales are bound to cause changes in the
market price of the security, but mere knowl-
edge on the part of the purchaser or seller
that his tronsactions will have this effect
is not sufficient to bring him within the
scope of this provision, Thus, if a person
Is merely trying to acquire a Inrge block of
stock for investment, or desires to d
of a big holding, his knowledge that in doing
s0 he will nffect the market price does not
suffice to make his actions unlawful.,” Sen.
Rep. No, 792, p. 17, 73d Cong., 2d sess.

The purpose of Section 9 (a) (2) Is thus
not to prohibit purchasing which may ad-
vance the market, or selling which may de-
pres it. However, when purchasing is done
under such circumstances that it must be
expected to, and does, raise the price, and
where the purpose of such purchasing is to
induce others to purchase—presumably at
the highor levels thus created—the statutory
clements are present, and a violation of the
Act 15 Involved. The Act makes unlawful
any series of purchases made for such a8 pur-
pose, whether or not the purpose is achieved,
f. e, whether or not any other persons do
in faot purchase at the higher levels. And
furthermore, it is Immaterial that the pro-
gram Is undertaken In a bona fide beltef that
the security ought for some reason to be
selling at the higher level.

As the existence of a violation of Section
9 (a) (2) is dependent upon the precise acts
engaged in during the course of an operation
and the purpose with which they are entered
into, I am naturally reluctant to attempt any
expression of opinion in advance as to wheth-
er any proposed operation will be in viola-
tion of the law, Only an analysis of the
precise activities conducted can justify an
opinion on such a question.~. And, of course,
questions of purpose and motive can ordinar«
11y be best determined by the observer on the
basis of the evidentiary weight to which con-
crete facts and actions are reasonably en-
titled. It Is In this sense that the timing
of any selling in which you may engage be-
comes important, Lot me illustrate this by
two hypothetical cases: .

On the one hand, let us suppose that a
broker, belleving a stock to be underpriced,
enters into a buying program which, In view
of the condition of the market, he knows
will have the result of ralsing the price,
From time to time he disposes of part of his
purchases, elther over the exchange or over-
the-counter, to customers attracted elther
by the rising price or the increased activity,
ot the levels which his buying has thus cre-
ated. Or, to vary the case, ho makes no sales
until his purchases have carried the price to
what he considers proper levels, and then
disposes of the stock at those levels, either
over-the-counter to his customers, or, if he
bellieves the market by reason of the in-
creased activity he has generated will take
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the selling without breaking, by means of
sales over the exchange,

In elther case, the broker will have ef-
fected a serfes of purchases creating active
trading and ralsing the price of the security,
and {t will be difficult to avold the inference
that his transactions were effected for the
illegal purpose of inducing others to buy.
The fact that the broker may have belleved
bonn fide that t1e stock at higher levels
would still be & good buy for his customers
Is immaterial; tampering with a market,
manipulating it, cannot be oxcused even by
an honest belief that 1t would be of benefit
to others to have it tampered with. And
in the picture I bave drawn, the relevance
of the sales Is not that thev are an indis-
pensable element of the offense, but that
they nre of great evidenilary weight in de-
termining the purpose with which the buy-
ing was undertaken., Consequently, under
the circumstances stated, I should be of the
opinion that the broker in question was
gullty not only of viclating section 9 (a)
(2) of the Securities Exchange Act, but also
of violating the general frnud provisions of
the Securities Act and the Securities Ex-
change Act. In this connection I direct your
attention to the Commission's opinion In
the Matter of Barrett & Co., Securities Ex-
change Act Release No, 2901,

On the other hand, let us suppose the case
of a broker who enters into a similar buying
program with the same falth in the value
of a stock, and the same bellef that at higher
Jevels it will still be a good buy for his cus-
tomers. This broker likewise knows that his
buying will affect the price of the stock,
either through increased activity or rising
prices. He does not buy, bowever, for the

of inducing others to purchase, but
rather for the purpose of acquiring a supply
which he can dispose of at a profit if an ex-
pected increase In market price does ma-
terialize from other cauges than his buying
activity, Consequently, this broker, before
making any sales, whether on the exchange
or over-the-counter, takes care to permit a
sufficient period of time to elapse from time
of his last purchase to make sure that the
effect of hia purchases on the market will
have been dissipated, and the market will
have found a level (whether above, below, o
at, his last purchase price) which is ita own
independent level, created by outzide factors
of supply and demand and unaffected by his
own activities, The length of time he waits
will be dependent upon the character of the
market, and the length of time which the
market takes to lose the effect of his buying.

Of course, other factors discernible in con-
nection with the operation might be of evi-
dontiary value in establishing the existence
of a manipulative purpose even though re-
sales were not undertaken in proximity to
the purchasing. Such factors might include
the pattern of the broker's purchasing-—that
1s, whether his purchases were made In a
manner particularly calculated to ralse mar-
ket prices, whether he accompanied his buy-
ing by efforts to induce others to buy in the
market at the same time, whether he was
belng to repay or reduce bank loans
for which securities of the same issues were
held as collateral. The presence of these or
other similar factors might well lead, ns &
matter of evidence, to the conclusion that
the broker was motivated by a manipulative

purpose.

However, In the absence of such other com-
plicating factors, it would seem that In the
case I have last described any inference of
{llegality which might have arisen merely
from the fact that the broker's buying had
raised the market price would be rebutted
by the fact that he bad avoided resales until
the effect of his buying on the market had
been dissipated and the market price had
become a price uninfluenced by his buying

program,
I appreciate that in the two casea I have
described the brokers may claim to have been
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motivated by equally genuine desires to as-
sist_thelr customers into good and falrly
priced investments., But the facts of the
stcond case, as I have stated them, do not
seem to me to ralse any inference of manipu-
lation, whereas I belleve that from the facts
of the irst case & manipulation may falrly be
inferred. And the program presented by
your letter seems to me to fall within the first
rather than the second of my two hypotheti-
cal cases. The act s designed to prevent
manipulative activities, and does not excuse
them merely becnuse they may be In part
benevolently Inspired.

[Securities Exchange Act Release No.
3056, October 27, 1841)

§ 241.3069 Opinion of the Chief Coun-
sel to the Corporation Finance Division
relating to when-issued trading of se-
curities the issuance of which has
already been approved by a federal dis-
trict court under Chapter X of the Bank-
ruptcy Act. This is the same as Trust
Indenture Act Release No. 31 (17 CFR
261.31). [Securities Exchange Act Re-
lease No. 3069, January 4, 1945)

§ 241.3085 Statement of Commission
policy with respect to the acceleration
of the effective date o} a registration
statement.

Section 12 (d) of the Securities Exchange
Act of 1934 confers upon the Securities and
Exchange Commisston discretionary author-
ity to accelerate the effective date of regis-
tration of securitles for which applications
for registration are filed under Section 12
(b) and (c). The Commission's general

policy regarding requests for acceleration
will be as follows:
The Commission will consider requests for

ncceleration of the effective date of regis-
tration of securities In cnses where, in its
opinion, sdequate and reasonably current
Information concerning the issuer has pre-
viously been filed and made available to the
general public under any Act administered
by the Commission. However, in passing
upon requests for acceleration the Commis-
sion will also consider the following addi-
tional factors:

(a) The adequacy of disclosure in the ap-
plication for registration and 1its general
compliance with the requirements of the
Act and the rules and regulations there-
under;

(b) The distribution of the securities be-
Ing registered or the distribution of other
securities related thereto;

(¢) The operation of the exchange's trad-
Ing mechanism’ in relation to the date on
which effective registration is requested;

(d) Compliance with the registration re-
quirements of the Securities Act of 1933:

(¢) Any other factors pertinent to the par-
ticular case, such as required stockholder ap-
proval; oualification under applicable State
"Blue-sky" laws; authorization by sppropri-
ate State and Federal Agencles having juris-
diction; Court proceedings; and similar mat-
ters connected with the securities being reg-
istered or with other sccurities related
thereto,

Requests for scceleration of the effective
date of registration of securities may be made
either by the reglstrant or its sutharized rep-
Tesentatives or by the exchange on which
registration is sought. Every request should
be in writing and should state the grounds
upon which it is-based and the approximate
date on which effective registration 1s desired.

While the Commission will cooperate with
. reglatrants and with exchanges by acting
upon requests for acceleration as promptly
&s possible, consistent with the publie inter-
est and the protection of investors, applica-
tions for registration should be filed early
enough to allow at least ten days for examie

nation of the application and consideration
of the request for acceleration by the Com-
mission.

Wherever applications can be filed sufi-
clently In advance to permit registration to
become effective in the ordinary course, re-
quests for acceleration should not be made,

[Securities Exchange Act Release No.
3085, December 6, 1941]

§ 241.3380 Letler of the Director of the
Corporation Finance Division relating to
sections 14 and 18.

The rules In Regulation X-14 (17 CFR,
240.1%) provide In effect that no proxy solicl-
tation relating to a meeting of security hold-
ers at which the eclection of directors Is an
item of business shall be made by the man-
agement of the issuer unless each person
solicited s concurrently furnished or has
previously been furnished with an annual
report to security holders containing such
financial statements for the last fiscal year
as will, In the opinion of the m ement,
adequately refloct the position and o tions
of the lssuer. The rules further require that
copies of the annual report to stockholders
must be malled to the Commission in order
that It may check complinnce with ths rule,
You inquire whether the reports thus mailed
are considered by the Commission to be ma-
terial “filed” with the Commission within the
meaning of Section 18 of the Act and there-
Tore to be subject to the llabllities imposed
by that section.

We do not regard the copies of annual
reports so malled to the Commission to be
proxy solicitation material “filed” with the

on or subject to the proxy rules
or to the liabilitles of Section 18 of the Act
except In cases in which the lssuer specifically
requests that it be treated ns part of the
proxy sollciting material or in cases in which
it is Incorporated in the proxy statement
by reference. This Is so whether the anpual
report is sent to the persons solioited and
to the Commission in advance of the proxy
statement or concurrently with it,

[Securities Exchange Act Release No.
3380, February 2, 1943)

§ 241.3385 Ezxcerpts from létters of
the Direclor of the Corporation Finance
Division . relating to section 14 and
Schedule 14A under Regulation X-14
(17 CFR, 240.14). The first excerpt re-
fers to paragraph (H) of item 5 of
Schedule 14A which reads as follows:

Describe briefly any Interest, direct or in-
direct, of each person who has acted =s a
director of the issuer during the past year
and each person nominated for election as a
director and any associates of such director
or nominee In any transaction during the
past year or In any proposed transsction to
which the lssuer or any subsidiary was or is
to be & party. No reference need be made to
immaterial and L transactions.
nmelntemtmorutobolnmpur-
chese or sale, other than In the ordinary
course of business, of property by the issuer
or a subsidiary, include a statement of tho
cost of the property to the lssuer or sub-
sidiary and a statement of the cost to the
purchaser or vendor,

The definition of the term “associate”
in Rule X-14A-9 (17 CFR, 240.14A-9),
which is referred to in the Director’s let-
ter, reads as follows:

The term “associate”, used to iIndicate a
relationship with any persons, means (1)
any-corporation or organization (other than
the issuer or a majority owned subsidiary of
the issuer) of which such person is an officer
or partner or is, directly or indirectly, the
beneficial owner of 10% or more of any class
of equity securities, (2) any trust or other
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estate in which such person has a substan-
tial beneficial Interest or as to which such
person serves as trustee or In & similar
fiduciary capacity, and (3) any relative or
spouse of such person baving the same home
&5 such person.

The Director's comment on this ftem
follows: \

+In general, the following principles should
be observed In preparing the information
called for by paragraph (H) of item 8.

The word “interest” means a material in-
terest. In determining the materiality of a
person’s Interest, the scope of the definition
of the word “associate™ in' Rule X-14A-8
(17 CFR, 210.14a-0) may be considered as
Indicating the type of interest in respect of
which Information should be furnished. For
example, the fact that a director of the issuer
Is also a director of another company is not
enough of itself to establish the materinlity
of his interest in transactions between the
two companies, On the other hand, if the
director of the issuer were an officer or holder
of 105% or more of the stock of the other
company, his Interest in transactions between
the two companles should be disclosed unless
the transactions were lmmaterial and insig-
nificant, .

Your letter sets out a list of transactions
between your company and other companies
or firms In which a director of your company
is a director or partner of the other party to
the transaction. If the director's interest in
the transaction arises merely from the fact
that he is o director of the other company,
it appears in the light of the principles stated
above that no mention of the transaction
need be made. However, in commenting on
your questions I shall sssume that your di-
rector is an officer, partner or 10% stock-
holder of the other party to the transaction,

Your list is as follows:

1. A bank which makes commercial loans
to the company at the golng rate of interest
and also issues Letters of Credit, etc. at the
golng rate,

"2, An insurance company which fssues
policies of Marine Insurance in the usual
form and at the usual rates,

3. An industrial company from which the
Company makes purchases of machinery,
equipment or supplics,

4. A law firm which i5 employed on an
annual basis to handle various legal matters,

5. A tenant &t a substantial rent of part of
an office building owned by a subsidiary of
this company,

6. A rallrond over which this Company
ships most of its products,

7. A telegraph company.

8, A telephone company.

9. An electric light company.

10. A sales agent for one particular line of
fabrics in one city.

I belleve that a director's Interest in trans-
actions with the companies referred to in 7,
8 and 9 need not be referred to under para-
graph H If \the transactions involved the
ordinary services rendered by such companles
and the services were rendered at the usual
and regular rates, If the transactions in-
volved extraordinary, unusual or special serv-
lces and were not immaterial and insignifi-
cant, the interest of directors in them should
be disclosed,

Directors' or thelr assoclates’ interest in
transactions with the companies referred to
in 1 to §; inclusive, and in 10 should be dis-
closed unless the transactlions were imma-
terial and insignificant,

If a cheice between two or more earriers
is avallable to the company in determining
the route over which its products should be
shipped, I should consider that the director's
Interest in the transactions referred to in
6 should be disclosed unless the transactions
were immaterial and insignificant,

The description of the transsction and of
the director's interest in it should be brief,
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Dotalls such es the dollar amount involved
and the precise torms of the srrangements
need not be stated.

To another inquiry regarding the same
provision of the rule, the Director wrote
as follows:

You state that a director of the Issuer is
an officer of a banking institution with which
the company may have funds on deposit, or
which may act as trustee under a mortgage
or other Indenture, or as transfer sgent of
stock, or as rogistrar with respect to oute
standing stocks or bonds, You ask whether
the director’s Interest in these transactions
should be disclosed under item 5 (H),

Where a director of the fssuer is an afficer
of a banking Institution which during the
period covered by the statement has rendered
services as trustee under a mortgage or other
Indenture, the existence of such relationship
should be disclosed unless the whole matter
Is immaterisl and {osignificant. Directors’
Interests in the other transactions mentioned
in this item need not be disclosed.

Another excerpt refers to the para-
graph (I) (3) of item 5 which requires
in respect of each director, nominee, or
person who has acted as an officer but
not as a director and who has received
remuneration in excess of $20,000 during
the fiscal year, & statement of

The amount pald or set aside by the is-
suer and its subsidiaries primarily for the
benefit of such director, officer or nominee,
pursuant to each pension or retirement plan
of the issuer and its subsidiaries or other
similar errangément, and the amount of the
snnual benefits estimated to be payable to
such director, officer or nominee in the event
of retirement,

The Director’s comment on this para-
graph follows: .

You state that your employess' retirement
plant provides for contributions to the re-
tirement fund both by the employees and
by the company. The amount of retirement
benefits, If any, which a particular officer or

. director will recelve will depend upon his
continuance in the compsany's employ until
he reaches retirement age and upon the
amount of his salary fn future ss well as
past years, In view of these uncertaintles
and of the fact that his retirement benefits
will result In part from his own contributions,
you suggest that you should not include in
the tabulation called for by item & (1) the
estimato of ennual! retirement benefits
specified In paragraph (3) thereof,

I think you should include the required
estimate in the tabulation, computing it
upon the sssumption that an employee will
continue in the employ until normal retire-
ment nge at his present salary and explain fn
8 footnote the assumptions upon which the
estimate is based. The footnote may aiso in-
clude a statement to the effect that part of
the sum s attributable to the employee’s own
contributions,

The following excerpt refers to para-
graph (L) of item 5 which calls for the
name of each person other than a direc-
tor, officer or employee of the issuer
whose aggregate remuneration from the
issuer exceeded $20,000, the amount re-
celved by each such person and the ca-
pacity in which it was received.

You point out that paragraph 5 (L) -of
item 5 of Schedulo 14A 1Is substantially the
sime us item 11 of Form 10-K, the form on
which the company files its annual report
with tho Exchange and with the Commission
under the Securities Exchange Act of 1984,
You asgk whether the instructions es to item
11 of the Instruction Book for Form 10-K
may be used as o gulde in determining what

disticsure should be made in the proxy state-
ment under item 5 (L).

Item 8 (L) 15 intended to ellclt information
&lmilar to that required to be given under
item 11 of Form 10-K and the instructions ss
to that {tem may properly be used os a guide
in the preparation af that part of the proxy
statement.,

[Securities Exchange Act Release No.
3385, February 17, 19431

§ 241.3505 Opinion of the Director of
the Trading and Exchange Division re-
lating to the anti-manipulation provi-
sions of sections 9 (@) (2), 10 (b), 15 (¢)
(1) of the Securities Exchnge Act of 1934,
and 17 (a) of the Securities Act of 1933.

You have nsked me for an opinion as to the
legality of certain transactions you propose to
effect In the debentures of “X" Corporation
which are being publicly offered at o fixed
price by an underwriting group of which you
are s member, X

I understand that the debentures became
effectively registered under the Securities Act
of 1833 several days ago, and that the offering
was made on the day following the effective
date. I aiso understand that since the com-
mencemant of the offering one of the under-
writers, acting as manager of the group and
as the agent for all of the underwriters, has
been effecting purchases of the debentures
for the purpose of facilitating the distribu-
tion. You have not yet disposed of some of
the debentures which, as an underwriter, you
purchased from the issuer, and as a member
of the selling group have purchased additional
debentures from the manager. You have
been selling the debentures at retail at the
fixed public offering price.

You state that, !In addition to distributing
the debentures through your retafl depart-
ment at the fixed public offering price, you
would like to buy and sell tho debentures,
through your trading department, st prices
which may exceed the price at which your re-
tail department has been making sales, You
ask whether such “trading” transactions, if
effected prior to the completion of the dis-
tributionr, would viclate any of the anti-
manipulative provisions of law,

I believe that discussion of the problems
Wwill be facilitated by considering initially the
legality of purchases made at prices VArying
from the offering price when such purchases
are made by the manager,

Since the dobentures are not registered on
& national securities exchange, Section 9 (a)
(2) of the Securities Exchange Act of 1934 is
not by its terms directly applicable. How-
ever, the Commission has consistently ex-
pressed the view that transactions which
would violate Section 9 (a) (2), if effected in
o registered security, would be in violation of
Section 16 of the Securitles Exchange -Act
and Section 17 (a) of the Securities Act of
1033, If effocted”In a security which is not 50
registered. In this connection, I refer you to
In the Matier of Barrett & Coampany (Provi-
donce, Rhode Island) ef al, 9 8. E. C. 319
(1941), Securities Exchange Act Release No,
2001, p. 9, ef. seg. Therefore, the provisions of
Section 9 (a) (2) are pertinent in determin-
ing whether the general fraud provisions of
Section 15 of the Securities Exchange Act and
of Section 17 of the Securities Act have been
violated.

Section 9 (8) (2) of the Exchange Act
makes it unlawful, directly or indirectly, “to
eflect, alone or with one or more other por-
sons, a serles of transactions in any security
registered on a national securities exchange
creqting actual or apparent active trading
in such security or ruising or depressing the
price of such security, for the purpose of in-
ducing the purchase or sale of suth security
by others.” [The italics are mine.]

In determining the application of these
provisions to purchases made by the man-
ager, consideration must also be given to
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whether they constitute lawful “stabilizing*
transactions, in which event they would not
be subject to the anti-manipulative provi-
slons af the-type described in Section 0 (a)
(2). The Commission has stated that it con-
siders "stabilization™ to facilitate the dis-
tribution of a security to be “the buying of
a security for the limited purpose of prevent-
ing or retarding a decline in Its open market
price * * 4" Becurities Exchange Act Re-
lease No. 3440, March 18, 1940, p. 3. (17 CFR
§241.24486)

Obviously, lawful “stabilization™ does not
encompass transactions which raise the price
of the security or which create nctual ar ap-
parent trading greater than that necessary
to prevent or retard a decline in the price.
When a block of an unregistered security is
being publicly offered and transactions in
that security admittedly are being effected
for the purpose of facilitating the distribu-
tion, 1t is clear that the distributors have the
purpose of inducing the purchase of the of-
fered security by others. It also follows, In
my opinion, that under such circumstances
trananctions by the stabilizers the
price of the security or creating greater trad-
ing sctivity than is necessary to prevent or
retard a decline In such price clearly would
be in violation of the general fraud provislons
of the two Acts.

Thus, in the situation described im your
letter, If the manager effected transactions
In the debentures which ralsed their price
or created more trading therein than was
necessary to stabllize effectively the price of
the debentures, in my opinlon such trans-
actions would be In violation of Section 15
of the Securities Exchange Act and Section
17 of the Securities Act, In this connection.
I would like to point out that purchases
above the offering price, while the distribu-
tion 1s going on, would be uniawful, In my
opinion, even though independent quota-
ticns and transactions ut a higher price may
be found. Such transactions are. obvioualy
not necessary to faollitate the distribution
and would be considered as cresting exoss-
sive trading.

Moreover, if the manager of an under-
writing group who has authority to pur-
chase securities on behalf of the syndicate
effects unlawful transactions, the individual
members of the underwriting are, as
a matter of law, likewise responsible for the
unlawful acts, since the manager of a syn-
dicate is no more than an agent for the
members of the group, The Individual mem-
bers of the group are lisble as principals
for such unlawful transactions,

Since the members of the group would be
liable if the manager effected the transac-
tions, it appears obvious that any member
would be in violation of Sections 15 and 17
were he to effect similar transactions di-
rectly. an underwritor is engaged in
the distribution of a security he obviously
has the purpose of inducing the purchase of
that security by others, with the result that
when he concurrently effects trading trans-
actions which ratse the price of tho security,
or create trading activity beyond that nec-
cesary for stabllizing, It is difficult, if not
impossible, to give credence to the view that
the trading transsctions were not also con-
ducted, at least in pért, for the purpose of
inducing the purchase of the security by
others.

The foregoing Is true, in my opinion, even
though the underwriter may have sold all
of the securities retained by or allotted to
him in the distribution,-ss long as the man-
ager is still stabilizing to facilitate the offer-
ing. While this situation prevalls, the man-
ager s still inducing the purchase of the se-
curity by others, and the underwriter, as
one of the manager’s principals, is to be
presumed to have the same purpose, In
general, &5 long as the syndicate agreement
is in existence and the manager is vested
with the power of acquisition snd resale of
securities customarily conferred upon him
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by such agreements, all members of the syn-
dicate, whatever thelr individual positions
may be, should be on notice that the dis-
tribution is or may be in process and that
they are or may still be participanfs therein.

The fact that the transactions effedted by
the trading department of the underwriter
are labelled as “trading™ transactions and
that it may be asserted that they are effected
without knowledge by, or consultation with,
its retall distributing organization, does not
affect my conclusion, Although the argu-
ment has frequently been made that the
trading department of & firm which Is a
member of an underwriting group operates
independently of the retall division of the
same firm, the fact remains that the firm is a
single Lusiness organization and that the
#ct of the trading department is legally the
act of the distributor,

Accordingy, I am of the opinion that pur-
chases effected under such circumstances by
any department of your firm ralsing the
price of the security or creating excessive
trading therein ‘would violate Section 15 of
the Securities Exchange Act and Section 17
(a) of the Securities Act.

Thus far this discussion has been confined
to the situation in which the manager of an
underwriting group is stabilizing, on behalf
of the members of that group, to facilitate
an offering. However, my conclusion that
so-called trading transactions which ralse
prices or which create excessive trading
activity during the course of the distribu-
tion are in violation of law does not depend
upon the existence of a stabllizing operation.
When an underwriter or selling-group mems-
ber is still engaged in offering the security
be is Inducing the purchase of that security
by others. Transactions by the underwriter
at that time which create excessive trading
activities In the security or which ralse the
price thereof, uare {llegal, regardiess of

whether they are characterized as “trading"”
or “stabilizing” transactions,

[Securities Exchange Act Release No.
3505, November 16, 1943]

§ 241.3506 Opinion of the Director of
the Trading and Exchange Division re-
lating to the anti-manipulation provi-
sions o sections 9 (a) (2), 10 (b), 15 (¢)
(1) of the Securities Exchange Act of
1934, and 17 (@) of the Securities Act of
1933.

You have inquired whether transactions
effected by the manager of an underwriting
syndicate to cover an overallotment short
position of the syndicate are subject to the
anti-manipulative provisions of the Securi-
ties Exchange Act of 1934 and the Securities
Act of 1083,

As I understand It, you are the manager
of & syndicate which is underwriting an lssue
of shares of stock of “X Y Z" Corporation,

The lasue is being publicly offered at o fixed

price, having recently become effectively
registered under the Sacurities Act of 1633,
I also understand that the syndicate account
is “short" shares in the amount of approxi-
mately 8% of the amount originally offered,
resulting from overallotment, It also appeurs
that the Individual members of the under-
writing group are “long”, in the aggregato,
Rpproximately 17% of the amount originally
offered, representing the unsold portion of
the original offering. Moreover, the members
of the zelling group who are not underwriters
have an aggrogate long position amounting
to approximately 12% of the original offenng,

In considering the question which you have
ralsed, we may start with the premise that a
syndicate overaliotment is customarily made
for the purpose of facilitating the orderly
distribution of the offered securities by
creating buylng power which can be used
for the purpose of supporting the market
price, Thus, It would appear, In the absence
of clroumstances indicating the contrary,
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that purchases made for the purpose of
covering the “short position™ of the syndicate
nre effected for the purpose of facilitating
the distribution, Moreover, if such purchases
nre effected to facilitate the offering, it is
obvious that there exists the intention or
purpose of iInducing the purchase of the
offered security by others,

Under thess clrcumstances, all purchases
which raise the market price of the offered
security or create excessive trading sctivity
would appear to contravene the anti-manipu-
lative provisions of law, In this connection,
you may be interested in examining Securi-
ties Exchange Act Releasa No, 3505 issued by
the Commission under date of November 16,
1943,

However, not all purchases for the purpose
of covering & short position impel the con-
clusion that the underwriters still have the
purpose of facilitating a distribution, There
are a number of factors which must be con-
sidered In determining whether that purpose
is still present. Some of the external factors
indicating that the manager no longer has
the Intention of facllitating an offering, but
has only the purpose of covering the syndi-
cate short position, are as follows:

1. Neither the underwriters nor the selling-
group members have remalning unsold any
shares of the offered security, and hence are
no longer engaged in soliciting purchases
thereof;

2, reasonable efforts have been made by
the mannager to acquire securities away from
the market, L. e, In privately negotiated
transactions, for the purpose of covering the
syndicate short position;

3. the Independently established market
price of the offered security is above the fixed
offering price;

4. the manager has not, while covering the
syndicate short position, made additional
ghort sales of the offered security;

5. a reasonable period of time has elapsed
between the termination of distributive ef-
forts on the part of participants in the dis-
tribution and commencement of covering of
the syndicate short position;

6. the underwriting group holds no cptions
on securities of the same class as those being
offered; and

7. all agreements with the syndicate man-
ager or underwriters restricting the right of
any person to sell the securities of the same
ciass as the offered security have been ter-
minated.

It should be noted that the factors men-
tioned above do not necessarily include all
of the factors to be taken Into consideration,
nor is it necessary for all of the factors to be
present before the conclusion ¢an be reached
that {n a given setting the purpdse of facili-

- tating an offering no longer exists,

~ Applying these principles to the facts which
have been presented by you, it 1s obvious
that the position of the underwriting group
is only technically short, the underwriters as
a group actually having a net long position
amounting In the aggregate to 9% of the
amount of the securities originally offered.
Moreover, the selling group members have
securities remaining unsold In the additional
amount of 12%. It Is obvious that partici-
pants in the distribution are still engaged
in inducing the purchase of the offered se-
curity by others. Under these olrcumstances,
purchases of the stock effected by the syndi-
cate managor as agent for the underwriting
group which raise the price of the stock or
which create excessive trading activity, would
clearly be unlawful, even though one of the
purposes of the manager im effecting such
purchases Is that of extinguishing the tech-
nical short position of the syndicate account,

The statement has frequently been made
by mansagers of syndicates that they are
not In a position to know whether the in-
dividual underwriters or selling-group mem-
bers have securities remaining unsold, and
that managers have no means of requiring
members of underwriting or selling groups
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to supply them with the offered securities
to permlit the extinguishment or reduction
of the short position.

Consldering these contentions first with
respect to the Individual underwriters, it
should be noted that the manager of a
syndicate Is an agent for the members of
the underwriting group and that the individ-
ual members of the group are principals in
any transaction effected by the manager ns
such. The fallure of an agent of an under-

ting group to inform himself with respect

the status of the distribution cannot,
in my opinion, grant immunity to any such
agent or to his principals from the antle
manipulative provisions of Iaw, On the con-
trary, no such sgent should permit his prin-
cipal’s sct or refusal to act, to foree him,
the agent, to violate the law in attempting
to protect such principal’s interests.

In view of the foregoing, It would seem
incumbent upon the manager to insure his
abliity to obtain all necessary Information
concerning the status of the distribution.
In this connection, it would seem appro-
priate for the agreement between under-
writers to contain provislons stating, in ef-
fect, that the manager, upon request, shall
be informed of the amount of the offered
securities which the Individual underwriters
have remaining unsold. Moreover, it would
also seem appropriate for the agreement be-
tween underwriters to contaln provisions re-
quiring the individual underwriters, upon
request of the manager, to deliver to him
unsold securities, at or below the offering
price, for the purpose of reducing the syndi-
cate short position,

While an agency relationship may not exist
between the manager of the syndicate and
members of the selling group, there is a
community of interest between them and the
manager's purchases redound to the benefit
of the members of the selling group. And
since the relationship between the selling
group and the syndicate Is customnarily de-
termined by contract between the two, and
since, In effect, the members of the selling
group are selling securities for the manager
and the syndicate which he. represants, it
would likewise seem appropriate for the con-
tract between the underwriting syndicate
and the selling group to contain provisions
analogous to those mentioned above,

[Securities Exchange Act Release No.
3506, November 16, 1943.]

§ 241.3572 Statement of the Commis-
ston relating to the anti-fraud provisions
of section 17 (a) of the Securities Act
of 1933 and sections 10 (D) and 15 (¢)
(1) of the Securities Exchange Act of
1934.

On May 31, 1944, the Commission rene
dered 1ts findings and opinion on & voluntary
pian submitted by Standard Gas and Electrio
Company under Section 11 (e) of the Public
Utility Holding Compeny Act of 1835 (Hold-
ing Company Act Release No. 5070), Although
the Commission did not approve the plan
under Section 11 (e) In its present form, it
stated with respect to the fact that the
plan as submitted by the management ex-
cluded the outstanding common stock of
Standard from perticipation in the recapital-
ized company: "We are clear that there is
no poegibility that Standard’s common stock
bas any interest in the company, either on o
comparison of the liquidation ferences
of the securities senlor to it with the value
of the enterprice or on an analysis of the
foresconble Income to be avallable to the
different classss of securities In the entei-
prise, The plan should, therefore, exclude
Standard’s common stock from particlpa-
tion."”

The Commission Is informed that the New
York Stock Exchange suspended trading in
the common tock on May 31, 19044, and
that similar action has been or i3 about to
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be taken by the Chicago Stock Exchange,
on which the common stock has likewise
been registered, and by the Boston and Phila-
delphia Stock Exchanges, on which it bas
been admitted to unlisted trading privileges.

It is the view of the Commission that any
broker or dealer who sells or executes a
purchase order for Standard common will
violate the fraud provisions of the Securities
Act of 1933 and the Securities Exchange Act
of 1934 (where use is mads of the malls or
an instrumentality of ioterstate commerce)
unless prior to the completion of the trans-
pction he Infoims the purchaser of the ex-
clusion of the common stock from participa-
tion under the plar and the Commission’s
finding that the common stock hag no Inter-
est In the company and 7 ould be excluded
from perticipation, This applies to any sale
of Standard commaon, whether on an agency
or on a principal basis,

[Securities Exchange Act Release No.
3572, June 1, 1944] 3

§ 241.3638 Letter of the Director of the
Corporation Finance Division relating to
section 20 and to Rule X-14A-7 (17 CFR,
240.14a-7) under the Securities Exchange
Act of 1924, This release is the same as
Investment Company Act Release No.
735 (17 CFR, 271.735). [Securities Ex-
cl;::ze Act Release No. 3638, January 3,
1945])

§ 241.3639 Siatement by Commission
relating to section 3 (a) (1), This is the
same as Securities Act Release No. 3038
(17 CFR, 231.3088). [Sacurities Ex-
:;n:ace Act Release No. 3639, January 4,

§ 2413674 Statement of the Commis~
sion in connection with the adoption of

certain amendments to Form 3-M, one
of the forms for registration of over-the-

er brokers or dealers under section
15 (D) of the Securities Exchange Act of
1934, and to Rule X-15B-2 (17 CFR,
240.15b-2), the rule governing the filing
of supplemental statements to such ap-
plications.

Form 3-M has in the past required each
registrant to disclose whether the registrant
or any partner, officer, director, trustee, or

office manager of the registrant is &
member of any exchange or socuritics aseo-
ciation, or has ever used or been known by
any other name, or has a business history
which Includes a finding of certain types of
illegal or unethical conduct by a court, a
state agency, or u securities exchange. The
effect of most of the amendments to the form
is to extend this requirement to cover the
business history of any salesman or other
employee of the registrant. The term “em-
ployee™ as used in these amendments is not
necessarily Hmited to persons who are deemed
employes for other purposes, such as social
security or workmen'’s compensation legisia-
tion; It may inciude so-called “free lance
salesmen” or other persons whether or not
they are deemed employees in some other
statutory context. |

The remaining amendments to FPorm 3-M

require information regarding certain ar-
rangements with respect to the profits of the
registrant (exclusive of profit-sharing or
bonius arrangements with employees).

The amendment to Rule X-15B-2 (17 CFR,
240.15b-2) provides that, whenever the Com-~
mission amends Form 3-M to require the
filing of additional information, each regis-
tered broker or dealer shall supply such in-
formation within 00 days by filing s supple-
mental statement on Form 6-M. Accordingly,
copies o©of this relesse (contalning the

amended items of Form 3-M) and of Form
6-M are being sent to every registered broker
or dealer, together with a letter stating
that the answers to the amended items
on Form S-M must be supplied by fling a
supplemental statement on Form 6-M not
later than July 9, 1945, even tbough the
answers are allin the negative. The broker
or dealer should have reasonable ground to
belleve, after making a reasonable investign-
tion, that such answers are correct.

The amended Form 3-M does not require
a listing of all salesmen or other employees,
but only an enumeration of those who are
members of & securities exchange or associn-
tion, or who have ever changed their names,
or who have business histories which include
& conviction, an injunction, a refusal or revo-
cation of registration, a finding of violation
of the Securitics Act of 1933 or the Securities
Exchange Act of 1034, an expulsion or sus-
pension from or denial of membership in &
securities exchange or a registered securities
association, or a past connection in some
managerial or controlling capacity with some
other broker or dealer who has been the
subject of such a conviction, injunction, re-
fusal, revocation, expulsion or suspension.

Section 15 (b) of the Securities Exchange
Act of 1834 requires the Commission to deny
or revoke the registration of any broke: or
dealer if it finds (1) that such action is in
the public interest and (2) that such broker
or dealer, or any partner, officer, director or
bianch manager, or any person controlling
or controlled by such broker or dealer, has
been convicted within ten years or is enjolned
in connection with activity In securities, or
has willifully violated any provision of the
Securities Act of 1833 or the Securitics Ex-
change Act of 1934 or any rule thereunder.
Since a saleaman ot other employee of &
broker or dealer is a person “controlled by*
him within the m=aning of this section, the
Commission has held that, when a broker
or dealer employs a salesman who has been
80 convicted or enjoined or who has com-
mitted such a violation, the broker or desler
Is subject to denial or revocation of his reg-
istration Iif the Commission finds that such
aotion is In the public Interest. See In the
Matter of Bond & Goodwin, Incorporated,
— 8. E, C. —, Securities Exchange Act Re-
lease No, 3543, p. 21 (March 17, 1044): In
the Matter of E. H. Rolling & Sons, Inc.,
~— 8. E. C. —, Securities Exchange Act Release
No, 3661), p. 21 (Feb, 22, 1845). Form 3-M
as It has read heretofore, however, has not
required a bioker or dealer to disclose
whether or not any of his salesmen or other
employees has been so convicted or enjoined
or has beenfound to have committed such a
violation.

The present amendments to Form 3-M;
Insc”ar as they relate to past business his-
tories, are designed both to give Investors the
benefit of such disclosure and to facllitate
enforcement of section 15 (b). Their adop-
tion does not maitk any departure from the
Commission’s policy of permitting persons
who have been convicted or enjoined, or who
have violated one of the Acts, or, who have
had their own reglstrations revoked, from
acting as salesmen for other registered brok-
ers or dealers in cettain cases. The Commis-
sion will continue to act on a case-by-case
basis, as it has In the past, In determining
whether or not denial or revocation of the
registration of a broker or dealer who retains
such an employes would be In the public
Interest, The Commission recognizes also
that there may be cases where it will not
be necessary in the public interest to require
A registrant to disclose publicly that a sales-
man or other employee has a business record
of the specified types. In such cases & reg-
istrant may apply to the Commission, under
section 24 (b) of the Securities Exchange
Act of 1934 and the Commission's rules there-
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under, for confidential treatment of the re-
quired information,

Securities Exchange Act Release No.
3674, April 9, 1045}

§ 241.3803 Statement by Commission
relating to the adoption of Rule X-134-
6B (17 CFR, 240.13a-6b). Prior to adop-
tion, comments upon drafls of the pro-
posed new rule and of the amended Item
11 of Form 8-K (17 CFR, 249.308) were
obtained from technical and professional
associations, governmental agencies, na-
tional securities exchanges, individual
companies, attorneys, and many other
interested persons. Effect has been given
in the new rules to a number of the sug-
gestions received. A minority of those
commenting on the proposed rule, how-
ever, expressed varying degrees of doubt
a5 to the desirability and feasibility of
the reporting progranm. For
this reason it has been decided to make
public the following statement by the
Commission outlining briefly the more
important objections raised by those op-
posed to the program and the reasons
for adopting the new rule:

Bection 13 (a) (2) of the Securities Ex-
change Act of 1934 requires every issuer of
a security registered on & national securities
exchange to file “such annual reports, * * *
and such quarterly reports, as the Commis-
sion may prescribe.” Pursuant to this sub-
section rules calling for the filing of annual
reports were adopted shortly after the effec-
tive date of the Act, Rules were later adopted
calling fdr current reports on Form 6-K
whenever any of certain special events oc-
curred during the year, Since that time the
probléms involved in the requiring of regu-
lar quarterly operating reports have been un-
der study from the point of view of both the
usefulness of such reports to investors and
their feasibility In the light of contemporary
business and accounting practices.

We have now concluded to initinte & reg-
ular quarterly reporting program applicabie
to most issuers having securities listed on a
nations] securities exchuuge, Under the new
rule, & company is required to furnish quar-
terly information as to the sales or other
gross revenues derived from its operations.
However, companies which regularly publish
or distribute to stockholders quarterly fi-
nancial statements or reports containing at
least the above infarmation may comply with
the rule merecly by filing coples of such
published reports as an exhibit to Form 8-K.
The information called for is not required
to be certified by independent public ac-
countants.

As a result of extended study of the prob-
lem and of the comments recelved from those
to whom preliminary drafts of the program
were sent, we are of the opinion that com-
panies should furnish investors and the pub-
lic with regular interim Information as to
their operations. ‘We are inclined to believe,
maoreover, that it would be desirable to obtaln
at quarterly intervals a condensed income
statement showing not only gross revenues
but also net income before and after Federal
income taxes together with any non-recur-
ring items of income or costs and losses of an
unusual size even though certain of the items
could only be arrived at by the use of reason-
able estimates or on the basls of certain as-
sumptions. It appears, however, that a sub-
stantial number of lated companies do not
now have thelr accounting and reporting
practices so organized as 10 be in a position
to make the determinations necessary to fur-
nish reasonably reliable data of this charncter
on s quarterly basls, Accordingly, we have
determined for the present merely to require
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information as to sales or other gross reves
nues. On the other hand, companies custom-
arily preparing more detalled information
will be able to satisfy the requirements of the
rule by filing coples of their regular quarterly
statements or reports.

Objection to the program has been made
on the ground that the required Information
a5 to sales or other gross revenues may be
uninformative or mitleading due to the sea-
sonal nature of a business or to unusual
evenfs of the quarter. Somewhat similarly
it 1s claimed that the Information called for
is useless since changes in sales volume may
not be accompanied by a comparable change
in gross or net profits, particularly for short
periods or durlng periods when business con-
ditions are unsettied, Although such dim-
culties clearly exist In varying degrees de-
pending upon the type of company, we feel,
to the contrary, that reports of sales volume
when taken In conjunction with other known
information as to the business and as to busi-
ness generally will be of substantial useful-
ness. Among other things, for example, the
information being required should at the
present time provide an index of the extent
to which & copany has been able to reenter
civillan markets or to maintain in the post-
war period its wartime volume of clvilian
business. It Is &iso our view that such in-
formation will aid in the formation and ex-
ercise of an Informed investment judgment
based on other avallable information as to
the general nature of the operations of the
company, its plans and prospects for the fu-
ture, its position with respect to other com-
panles in the same industry, and many other
factors which affect the financlal success of
& business,

Where In a particular case an Issuer feels
that its report as to sales or other gross reve-
nues may not be representative because of
the seasonal nature of. the business or for
other reasons, there are, of course, & number
of possible procedures that may be utilized.
In the case of a seasonal business, an appro-
priate statement of the nature of the business
could be given. In addition, it would be ap-
propriate and destrable to furnish along with
the report for the particular quarter compar-
able figures for the same quarter of the pre-
vious year or for the 12 months period end-
ing with the current quarter. Likewise, If In
& particular case it is felt that sales or other
gross revenues standing alone are inadequate
because not indicative of the trend in gross
or net profits, the report could include sn
appropriste explanation of the s eir-
cumstances, or there could be substituted a
more complete though stil] condensed form
of income statement such as in now regu-
larly being published or sent to stockholders
by many Issuers.

The other prineipal objection was that the
program imposed an unreasonable burden on
reporting companics. As to the very large
numbers of issuets now regularly issulng
quarterly statements, we do not belleve that
the furnishing of the required information,
elther directly or by means of coples of the
regular reports, involves any substantial bur-
den.  As to other companies, we feel that any
added burden involved in compiling the nec-
essary information as to sales or other gross
revenues is more than outweighed by the
benefit to investors and the publle of Interim
data as to & listed company’s operations,
Finally, If under the circumstances of an
unusual case It is impracticable to furnish
the necessary Information within the pre-
scribed time, or if the required information
is nelther known nor avallableJto the issuer,
attention is directed to paragraphs 6 and 7
of the general instructions to Form 8-K (17
CFR, 240.308), which provide for special pro-
cedures in such cases.

ISecurities Exchange Act Release No.
3803, March 28, 19461

PART 261 —INTERPRETATIVE RELEASES RE-
LATING TO THE TRUST INDENTURE ACT OF
1939 AxD GENERAL RULES AND REGULA-
TIONS THEREUNDER *

Bec.

261.16 Opinion of the General Counsel re-
lating to application of Section 310
(b) where trustee under one In-
denture is trustee under another
indenture for securities of an afil-
iate of the obligor,

2130 Opinlon of the Chief Counsel to the
Corporation Pinance Dlvision re-
lating to when-issued trading of
securities the issuance of which is
subject to approval by a federal
district court under Chapter X of
the Bankruptey Act.

Opinion of the Chlef Counsel to the
Corporation Finance Division re-
lating to when-issued trading of
#ecurities the lssuance of which has
nlready been approved by a federal
district court under Chapter X of
the Bankruptcy Act.

§261.16 Opinion of the General Coun~
sel relating to application of section 310
(b) where trustee under one indenture is
trustee under another indenture jor se-
curities of an affiliate of the obligor.

Some registration statements recently filed
under the Securities Act of 1933 indlicate that
prospective indenture trustees are presently
acting as trustees under indentures covering
outstanding securities of affiliates of the reg-
istrants. In some cases, the affiliate is the
parent of the registrant, In others, it may
be a subsidiary of a common parent or o sub-
sidiary of the registrant, I have been asked
whether the dual capacity in which a pros-
pective indenture trustee proposes to act
would in such cases, result in a conflict of
interest which would disqualify it under the
Trust Indenture Act of 1939,

Section 302 (a) (3) of the Act states that
the national public interest and the Interest
of investors in debt securities are adversely
affected when s trustee “* * * has any
relationship to or connection with the obli-
gor * * *vhich * * *involves o ma-
terial confllct with the Interests of such
investors.” Clearly, conflicting interests may
arise in instances where one company is trus-
tee under indentures of both an obligor and
the obligor's afiiliate. The conflict might
arise In drafting the indentures, during the
lives of the indentures, or upon & default,
In view of the Congressional statement above
quoted the Con, might well have seen fit
to include such conflicts within the prohibi-
tions of the Act. However, it is apparent
from the language of the Act.and its legis-
lative history that It was not intended to
cover every possible conflict of Interest, On
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iThe Interprefative opinions Included
herein are opinions issued in the past for
the guldance of the public by members of
the Commission's stafl (or in a few Instances
by the Commission) and heretofore made
public pursuant to Commission suthoriza-
tion. The opinions are to be read as of the
date of coriginal publication and in the con-
text of the rules, statutes and circumstances
then existing. However, cpinions or por
tions of opinlons which are clearly obsolete
have been omitted, While it is not clear
that publication of interpretative opinlons
of this kind in the Froeral REGISTER 1§ re-
qulred, it is belleved that such publication
may be helpful to the public and that it
falls within the spirit of the Administrative
Procedure Act,

Where rules referring to an opinion have
been renumbered since the issuance of the
opinion, the new deslgnations are indicated
in breckets.
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the contrary, the Congress, after weighing
the difficulties Involved in such an effort, con-
cluded that the wise course would be to es-
tablish “rules of thumb" prohibiting certain
gpecific types of conflicting interests which
have resulted in the greatest Injury to Inves-
tors. These types of conflicting interests
are enumerated In section 310 (b) of the
Act, This section requires that indentures
shall contain provisions disqualifying an in-
denture trustee who has “any conflicting in-
terest as hereinafter defined,” It provides
further that, for the purposes of the section,
“an Indenture trustee shall be deemed to
have & confiicting Interest If * * * hp
has any one or more of nine specified reln-
tionships. In my opinion, the relationships
specified In section 310 (b) were intended
to be exclusive,

Subsection (1) Is the only portion of sec-
tion 310 (b) which is of possible relevance
to the type of dual trusteeship under con=-
sideration. That subsection provides that
an indenture trustee shall be deemed to have
a conflicting interest if “such trustee is
trustee under another Indenture under
which any other securities * * * of an
obligor upon the indenture securities are
outstanding.” Sectlon 303 (12) provides
that the term “obligor”, “when used with
respect to any . . . Indenture security,
means every person who is liable thereon.”
In view of this definition and the exclusive
terms of section 310 (b), I am of the opin-
lon that a person not liable on the Indenture
securities is not an obligor within the mean-
ing of section 310 (b) (1) and, consequently,
does not come within the prohibition of that
subsection,

There are Instances, of course, In which
a parent, subsidiary, or sister company of
the obligor may also be an oBligor within
the meaning of section 310 (b) (1). Faor
example, it may be such If {t guarantees the
securities of the obligor or, #s the Supreme
Court sald in Consolidated Rock Products
Co. v. du Bols, 312 U. 8. 510 (1941),

“Where a holding company directly inter-
venes in the management of its subsidiaries
50 83 to treat them as mere departments of
its own enterprise, it Is responsible for the
obligations of those subsidiaries Incurred or
arising during its management.”

However, apart from such instances and.
others in which the afiliate may properly be
regarded as an obligor, it Is my conclusion
that an indenture trustee Is not to be
deemed to have a conflicting Interest within
the meaning of section 810 (b) (1) merely
because It Is trustee under another Inden-
ture under which are are outstanding securi-
ties of an afMiliate of the obligor,

This opinion 15, of course, confined to the
propriety of dual trusteeship under the
terms of the Trust Indenture Act of 1030,
No opinion is intended to be expressed con-
cerning the possible application of other
federal or state statutes, or of general prin-
ciples of equity, which may forbid such
:;;unteelmp in instances not prohibited by

e Act,

[Trust Indenture Act Release No. 16,
November 14, 1941]

§ 26130 Opinion of the Chief Counsel
to the Corporation Finance Division re-
lating to when-tssued trading of securi-
ties the issuance of which is subject to
approval by a federal district court un-
der Chapter X of the Bankruptey Act.

Note: Because the name of the company
involved is not deemed material at this time,
it has been deleted from the opinion,

You have requested my opinion as to the
legality of trading on a when-issued baals
in the new debentures and common stock
contemplated by the plan of reorganiaation
of * * * and * * * approved by thte
United States District Court for the Southern
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District of New York on August 26, 1944, pur-
suant to section 174 of Chapter X of the
Bankruptey Act. It is my understanding that
the plan has not yet been finally confirmed
by the court pursuant to section 221 of
Chapter X. Before a confirmation order can
be entered, it will, of course, be necessary
for the plan to be accepted in writing by two-
thirds of each clats of creditors of each cor-
poration participating in the pian,

I shall speak only of when-issued trading
over the counter, because when-issued trad-
ing on a national securities exchange is sub-
Ject to the Commission’s Regulation X-12038
under the Securities Exchange Act of 1934,
Under that Act and Regulation registration
of & security for when-issucd trading on an
exchange is subject to various conditions in
addition to compilance with the Securities
Act of 1083 and, in the case of a debt se-
curity, the Trust Indenture Act of 19839,

It is my opinion that any sales or offers of
sale of the new debentures or common stock
made through the malls or in interstate
commerce prior to final confirmation of a
plan under section 221 of Chapter X would
vioiate the registration and prospectus provi-
sions of section 5 of the Securities Act of
18383, It is my opinlon further that any sales
or offers of sale of the new debentures made
through the malls or in interstate commerce
prior to qualification of an indenture with
this Commission would violate the provisions
tl:;a%ocuon 306 of the Trust Indenture Act of

Section 8§ of the Securjties Act of 1933 pro-
vides in substance that no person shsll sell
or offer any security through the malls or in
Interstate commerce unless a registration
statement as to that security is in effect
with this Commission and a specified form of
prospectus is "used. Bection 306 of the In-
denture Act of 1039 provides In substance

that no person shall sell or offer to sell any
bond or debenture or other debt security
through the malls

or in interstate commerce
unless that security has been or is to be
issued under a specified form of Indenture
which has been effectively qualified with this
Commission.

Section 264 of Chapter X of the Bankruptey
Act exempts from the registration and pros-
pectus provisions of Section 5 of the Secu-
ritles Act of 1933 “any transaction In any
security Issued pursuant to a plan in ex-
change for securities of or claims against the
debtor or partly in such oxcbange and partly
for cash and/or property * e+ Section
3 (a) (10) of the Securities Act of 1938 ex-
empts from the registration and prospectus
provisions of Section 5 of that Act: “Any
security which Is issued In exchange for one
or more bona fde outstanding securities,
claims or property interests, or partly in such
exchange and partly for cash, where the
terms and conditions of such issuance and
exchange are approved, after a hearing upon
the falrness of such terms and conditions at
which all persons to whom it is proposed to
{ssue securities In such exchange shall have
the right to appear, by any court, or by any
official or agency of the United States, or by
any State or Territorinl banking or insurance
commission or other governmental authority
expressly authorized by law to grant such
approval."

Nelther of these exemptions applies to
the provisions of Section 306 of the Trust
Indenture Act of 1038 requiring the quali-
fication of an indenture in respect of any
debt security.

S0 far as the new common stock contem-
plated by the plan is concerned, it s my
opinion that there will be no exemption
under either section 264 of Chapter X of the
Bankruptcy Act or section 3 (a) (10) of the
Securities Act of 1933 until finsl confirmation
of a plan pursuant to Section 221 of Chapter
X, It seems clear that no security can be
issued “pursuant to a plan,” as required by
section 264, prior to its confirmation under
section 2321, It seems clear nlso that the

terms and conditions of the Issuance and ex-
change of the new common stock cannot be
sald to have been "approved,” as required by
section 3 (n) (10), until entry of an order
of confirmation by the court, As I have
stated in an earlier opinion (Securities Act
Release No. 8000), in which I considered the
similar problem of the applicability of sec-

Ction 3 (a) (10) to » plan approved by this

Commission pursuant to section 11 (e) of
the Public Utility Holding Company Act of
1935 but not yet approved or enforced by a
District Court, it is my opinion that the ap-
proval contemplated by section 8 (a) (10) Is
the total process of approval which 1§ re-
quired by the particular statute relied upon
to grant an exemption under that section.
In the case of a reorganization under Chapter
X of the Bankruptey Act, the total process of
approval required for the jssuance of any
security pursuant to a plan is final confirma-
tion by the court under section 221. Neither
approval of a plan by the court under sec-
tion 174 nor preliminary appproval of a plan
by this Commission under section 11 (f}) of
the Public Utility Holding Company Act of
1935 where & publie utility holding company
is Involved, as in the presefit case completes
the total procees of approval required.

What I have sald thus far applies to the
new debentures as well as the new stock.
In addition, since the new debentures are
subject to the Trust Indenture Act of 1539
as well as the Securities Act of 1833, -and
since neither the exemption in section 264
of Chapter X nor the exemption In section 3
(&) (10) of the Securities Act of 1933 applles
to the Trust Indenture Act of 1939, a trust
indenture for the new debentures will have
to be effectively qualified with this Commis-
sion before there can be any when-issued
trading in the new debentures.

Consequently, any dealer who makes use of
the malls or any means of Interstate com-
merce to sell or offer to sell new debentures
or common stock on a When-issued basis
prior to confirmation of a plan by the court
will violate section § of the Securities Act of
1633 and section 308 of the Trust Indenture
Act of 1830, and any dealer who makes use
of the malls or any means of interstate com-
merce to sell or offer to sell new debentures
on a when-issued basis prior to qualification
of an Indenture wiil violate section 306 of the
Trust Indenture Act of 1938. This appliea
also to any broker who, as a result of a solic-
itation of a customer’s order, sells or offers
to sell “when Issued” on an agency basis.

I might add that in my opinion the taking
of an appeal from an ultimate District Court
order of confirmation would have no effect
upon any of the opinlons here expressed
unless the order of the lower court were
stayed pending the appeal.

{Trust Indenture Act Release No. 30,
August 28, 1944)

§ 261.31 Opinion of the Chief Counsel
to the Corporation Finance Division re-
lating to when-issued trading of securi-
ties the issuance of which has already
been approved by a federal district court
under Chapter X of the Bankruplcy Act.

Nore: Because the name of the company
invoived is not deemed material at this time,
it has been deleted from the opinlon,

It has come to the attention of the Come-
mission that & number of brokers and deal-
ers are engaging or preparing to engage in
when-issucd trading in securities of .. .
which are to be i{ssued pursuant to a plan of
T ization confirmed by the United
States District Court for the Eastern District
of Pennsylvania under Chapter X of the
Bankruptcy Act. The securities in question
are General Mortgage 6% Income Bonds with
common stock attached.

Although the court's confirmation of the
plan exempts both bonds and stock from
registration under the Securities Act of 1033,
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the bonds are not exempt from the necessity
of qualifying an indenture under the Trust
Indenture Act of 1839. No application for
gqualification of the indenture for these bonds
has as yet been filed with the Commission.
For the reasons stated in Securitles Act
Release No. 3011 (August 28, 1944), it is the
view of the Commission that when-issued
trading in these bonds cannot legally be un-
dertaken until an application for qualifica-
tion of the indenture has become cffective
under the Act, Marcover, written offers of
bonds will be legal thereafter only if made
by or accompanied or preceded by a written
statement containing an anslysis of certain
of the Indenture provisions as required by
section 305 (c) of the Trust Indenture Act.
Sales made in vioiation of the Trust In-
denture Act will subject brokers or dealers
to Injunctive proceedings, criminal prosecu-
tion and other penalties Imposed by law,

| Trust Indenture Act Release No, 31,
January 4, 1845]

PART 271—INTERPRETATIVE RELEASES RE-
LATING TO THE INVESTMENT COMPANY
Acr or 1940 Axp GENERAL RULES AND
REGULATIONS THEREUNDER.

Sec.

271.12 Statement of the Commission re-
specting distinctions between the
reporting requirements of section
16 (a) of the Securities Exchange
Act of 1934 and section 30 (f) of
the Investment Company Act of
1940.

Letter of General Counsel relating.
to sections 7 (b) and 26 (c).

Letter of the Director of the Invest-
ment Company Division relating
to section 19 and Rule 10-19-1.

Statement by the Commission re-
lating to section 23 (c) (3) and
Rule N-23C-1,

Letter of General Counsel relating
to section 22 (d).

Letter of ' General Counsel relating
to section 22 (d).

Letter of General Counsel relating
to section 24 (b).

Opinion of General Counsel relating
tosections 8 (b) (1) and 13 (a).
Letter of General Counsel relating

to section 10 (n).

Extract from letter of the Director
of the tion Pinance Divi-
Slon to sections 20 and 34 (b).

Excerpts from letters of the Director
of the Corporation Finance Divi-
sion relating to section 14 and
Schedule 14A under Regulation
X-14.

Letter of the Director of the Corpo-
ration PFinance Division relating
to section 20 and to Rule X-14A-7
under the Securities Exchange
Act of 1934,

{The Interpretative opinions Included
herein are opinions fssued in the past for the
guldance of the public by members of the
Commission's staff (or in a few Instances by
the Commission) and heretofore made public
pursuant to Commission authorization. The
opinlons are to be read as of the date of
original publication and in the context of the
rules, statutes and circumstances then ex-
isting. However, opinlons or portions of
opinions which are clearly obsolete have been
omitted. While it is not clear that publica-
tion of Interpfetative opintons of this kind in
the Froerat RecisTer Is required, it is be-
lieved that such publication may be heipful
to the public and that it falls within the

Apirit of the Administrative Procedure Act,

Where rules referring to an opinlon have
been renumbered since the issuance of the
opinfon, the new designations are indicated
in brackets,
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§271.12 Statement of the Commis-
sion respecting distinctions between the
reporting requirements of section 16 (a)
of the Securities Ezchange Act of 1934
anad section 30 (f) of the Invesiment
Company Act of 1940. This release is
the same as Securities Exchange Act Re-
lease No. 2637 (17 CFR, 241.2687). [In-
vestment Company Act Release No, 12,
November 16, 1840]

§271.69 Letter of General Counsel
relating to sections 7 (b) and 26 (¢).

This 1s In reply to your recent letter in
which you raise certaln questions with refer-
ence to the registration requirements of the
Investment Company Act of 1040 as applied
to certain unit iInvéstment trusts which have
not publicly distributed their securitles for
several years,

According to your letter, the sponsors and
distributors of the securities of all of these
trusts, for various reasons, are no longer
functioning on behalf of stich trusts, How-
ever, by the terms of the Indentures creating
such trusts they are to continue for a sub-
stantial number of years. The principal
functions of the trustee at present consist
of recelving and distributing the {ncome of
the trust to certificate hoiders and redeem-
ing the trust certificats, either in cash or
in the under-lying securities, in sccordance
with th terms of the trust indentures. In
the case of such trusts which have lasued
periodic payment plan certificates, the trus-
tee also receives and Invests, in accardance
with the terms of the trust indenture, the
periodic payments made by the investor,

You suggest that, at least in the case of
those “inactive"” trusts which have not issued
periodic payment plan certificates, it might
be held that the present activities of the
trustee, particularly that of redeeming the
trust certificates, constitute “transactions
merely incidental to the dissolution of an
investment company” which, under the pro-
visions of section 7 (b) of the Act, could be
performed by the trustee without the ne-
cessity for registration of the trusts pur-
suant to section 8 of the Act,

I am unable to concur in this interpreta-
tion. In my opinion the transactions re-
ferred to In the quoted clause of section 7
(b) are those incidental to a formal dissolu-
tion of the inves nt company or trust,
elther In accordance with the instrument
which created It or otherwise, Such a dis-
solution must be of the type which termi-
nates the entity as to all shareholders or
certificate holders in a manner which heces-
sitates the final distribution of all the assets
of the company or trust,

The problems of these innctive trusts,
sometimes called “orphan trusts” and the
unfortunate situation in which certificate
holders of such trusts have found themselyes
in the past, recelved specinl consideration by
the Commission In its study of unit invest-
ment trusts and by the Congress in enacting
the Investment Company Act. Section 28
(c) of the Act authorizes the Commission to
institute legal proceedings for the liquidation
of inactive unit investment trusts when such
a step is In the best Interests of the certificate
holders. Adeguate enforcement of the Coms«
mission's duties under this section requires
the registration of inactive unit investment
trusts, Moreover, uniess such trusts are reg-
istered their certificate holders will be de-
prived of the advantages of such periodic
finaneial and other reports a8 the Commis-
slon may find 1t appropriate to require.

Undoubtedly, ns you state in your letter,
there may be instances in which some hard-
ship will result from the requirement of reg-
istration for inactive investment trusts. I
am advized by the Investment Company Di-
vision of the Commission, however, that in
the preparation of forms of reglstration for
investment companies special consideration

-

will be given to the difficulties confronting
such trusts and that care will be taken to
prepare a form which will require only the
minimum of necessary information and
which can be answered at a minimum of ex-
pense,

[Investment Company Act Release No.
69, February 19, 1941)

§ 27171 Letter of the Director of the
Investment Company Division relating
to section 19 and Rule N-19-1 (17 CFR,
270.191).

In connection with Section 19 of the In-
vestment Company Act and the recent Rule
N-18-1 (17 CFR, 270.19-1) adopted pursuant
to it, you have ralsed some questions of in-
terpreiation,

Bection 10 provides In effect that dividend
payments made by a registered investment
compsny must be accompanled by written
statements adequately disclosing the source
of the dividend if the dividend s paid wholly
or partly from any source other than;

(1) such company’s accumuiated undis-
tributed net Income, determined in nccord-
ance with good sccounting practice and not
including profits or losses realized upon the
sale of securities or other properties; or

(2) such company's net income so deter-
mined for the current or preceding fiscal year,

Rule N-19-1, among other things, provides
in effect for the segregation of certaln desig-
nated sources of dividend payments for the
purpose of disclosure.

Your first inquiry, as I understand it, re-
lates to the problem of asscerfalning the
presently avallable balances of the sources
designated in Section 19 and Rule N-19-1,
You peoint out that, prior to tlie time the
Investment Company Act went Into effect,
an investment company may not have ssgre-
gated its Income and surplus in & way con-
templated by that Section and the recently
adopted rule; therefore, dividend payments In
the past may not have been allocated accord-
ing to the sources designated therein, You
are concerned as to the method companles
in this situation may use in determining now
the sources ngainst which past dividends are
to be charged In order to determine the
balances of “accumulated undistributed net
income" and other sources avalluble for the
purposes of Section 19,

Where, prior to November 1, 1940 (the ef-
fective date of the Investment Company Act)
any legal allocation of dividend payments
has been made on the books or by resolution
of the board of directors, or in some other
appropriate manner, to one of the sources sot
out in Rule N-19-1, in my opinion, such
nllocation need not be changed. As to past
dividends not so allocated, it s my opinion
that the following allocation should normally
be followed: The total amount of such divi-
dends accrued and declared in any fiscal year
should be charged first to the accumulated
undistributed net income, if any, at thie close
of such year, and any excess should be
charged to the sccumulated net profits from
the sale of securities or other propertles, if
any, at the close of such year, and any excess
thereafter should be charged to paid-in sur-
plus or other capltal source, The determina-
tion of accumulated net profits from the sale
of securities or other properties should be
made in accordance with the company's
financial accounts rather than its tax ac-
counts,

Your second Inquiry bears on the same
problem, In examining the past to make the
necessary determination of avallable bal.
ances now, transactions must be reviewed in
the light of “good accounting practice,” the
standard set up In Section 19. Your problem
is whetbier that standard is the good account-
ing practice of the present day or that of the
date of any particular transaction. In my
opinion, it is the latter,

Your third inquiry is In regard to certain
langusge used In paragraphs (¢) and (e) of
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the rule, In effect these provisions state that
sources of dividends shall be determined, for
various purpoees, “to the close of the period
as of which the dividend is paid.” I believe
your questions concerning the meaning of
this language can best be disposed of in
terms of examples:

If there are arrearages in dividends on pre-
ferred stock, and it ia declded to pay in Jan-
uary, 1941 all or a portion of these arresrages
on the basis of source balances available up
to the close of the dividend period ending
December 31, 1940, the period to which the
quoted language refers 1s not the period in
which the dividend scerued, nor is it the
period In which it §s In fact pald; it is the
period ending December 81, 1940. On the
other hand, if a dividend paid early in Da-
cember, 1940 or In January, 1041 s intended
as the distribution for the last quarter of
the calendar year 1940, the quoted language
refers to the period ending December 31,
1540,

[Investment Company Act Release No.
71, February 21, 1941)

§271.78 Statement by the Commis-
sion relating to section 23 (¢) (3) and
Rule N-23C-1 (17 CFR, 270.23C-1).

Rule N-23C-1 (17 CFR, 270.23C-1) permits
a closed-end company to repurchase its own
securities only In a limited class of situations
and subject to certain saf: Further
experience may show that it is feasible to
prescribe n general rule covering a broader
class of situations, but for the present it is
felt that any repurchase program which does
not fall within the terms of this rule, or
within the statutory exceptions provided in
sections 28 (¢) (1) and (2), should first be
submitted to the Commission In the form
of an application, so that it can be consid-
ered on its individual merits.

Rule N-23C-~1 (17 CFR, 270.23C-1) contains
four major limitations upon the types of re-
purchases which may be made under the
rule:

First, The rule makes no provision for
the repurchase of listed securities on the
over-the-counter market, Listed securities
may generally be repurchased on a securities
exchange pursuant to section 23 (c¢) (1) of
the Act, If appropriate notice has been given
to stockholders. The fact that repurchases
under section 23 (¢) (1) are made on the
type of open market which an exchange pro-
vides gives the investor certain safeguards,
particularly in relation to price, which are
not present when a transaction s effected
over the counter, Accordingly the Commis-
sion's present disposition is to permit an
over-the-counter repurchase of listed securi-
ties under section 23 (¢) (3) only on the
basls of an application and order.

Second. Rule N-23C-1 (17 CFR, 270.23C-1)
makes no provision for the repurchase of
Junior securities by companles which have
senlor gecurities outstanding. The problems
involved in such repurchases are pointed out
in our opinion in the mattef of Adams Ex-
press Company (Investment Company Act
Release No. 76) recently released. Morcover,
companies having listed securities are in cer-
taln instances subject to stock exchango re-
strictions with respect to the repurchase of
Junior securities, and section 23 (c) certainly
contempliates that over-the-counter repur-
chages shall be subject to at least as stringent
eafeguards as repurchases on a securities
cxchange, .

Third. Repurchases from aflinted persons
of the lssuer are not within the rule. The
abuses which may flow from euch repur-
chases, and the consequent advisability of
permitting them only upon the basls of ap-
plications describing the individual transe
actions, are apparent,

Fourth, The rule does not permit the re-

ase of more than 1% per month of any
clags of the issuer's outstanding securities,
It Is believed that purchases in excess of this
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figure are sufficiently out of the ordinary to
mudes it desirable that they be scrutinized
individually.

[Investment Company Act Release No.
78, March 4, 1941)

§ 27187 Letler of General Counsel
relating to section 22 (d).

You have requested my opinlon concern-
ing the upplication of section 22 (d) of the
Investment Company Act of 1040 to & broker-
denler executing a brokerage order for a
customer in the redeemable securities of a
registered Investment tompany. I assume
such securities are being cwrently offered to
the public by or through an underwriter
at » price described in the prospectus cover-
ing such securities. :

Section 22 (d) of the Investment Com
pany Act of 1840 provides in part as follows:
“No registered Investment company shall
sell any redeemable security issued by It
to any person except either to or through
& principal underwriter for distribution or
&t o current public offering price described
in the prospectus, and, if such class of se-
curity is being currently offered to the public
by or through an underwriter, no principal
underwriter of such security and no dealer
shall sell any such security to any person
except a dealer, a principal underwriter or
the issuer, except at a current public off
price described in the prospectus. * * **

In my opinfon the term “denler,” as used
in section 22 (d), refers to the capaclity in
which a broker-dealer is acting in & particu-
lar transaction. It follows, therefors, that
if a broker-dealer in a particular transaction
15 acting solely In the capacity of agent for
& welling investor, or for both a selling in-
vestor and a purchasing investor, tho sale
may be made st s price other than the cur-
rent offering price described In the pro-
spectus. Of course disclosure of the fact that
the broker-dealer 15 acting as agent, and of
the amount of his commission, must be
made to his principal or principals in ac-
cordance with the requirements of the Rules
and Regulstions promulgated by the Com-
mission under section 15 (c) (1) Q‘ the Se-
curities Exchange Act of 1034,

On the other hand, If a broker-dealer is
noting for his own account in & transaction
and as principal sells o redeemable security
to an investor, the public offering price must
be maintained, even though the sale is made
through another broker who acts as agent
for the seller, the investor, or both,

As section 22 (d) itself states, the offering
price is not required to be maintained in
the case of sales In which both the buyer
and the seller are dealers scting as principals
in the transaction,

[Investment Company Act Release No.
87, March 14, 19411

§271.80 Letter of General Counsel re-
lating to section 22 (d).

This is In reply to your request for an
opinion as to the application of Section 22
(d) of the Investment Company Act of 1940
to the selling practices of an open-end man-
agement investment company. »

Az T understand the facts, the shares of
the company are offered to the public &t a
current offering price described in the pros-
pectus as net asset value plus a specified
sales load, However, It is stated in the pros-
pectus that In the case of a single investment
of 825,000 or more, this sales load may be
reduced at the option of the principal under-
writer

You wish to know whether an offering at
a price which is thus variable in the dis-
ocretion of the principal underwriter in the
case of sales of $25,000 or more conflicts with
section 22 (d) of the Act. Speaking gen-
erally, that section prohibits the sale of re-
deemable securities to any person other than

A dealer or underwriter except at a “current
offering price” described In the

I belleve 1t s permissible to charge vary-
ing prices for varying amounts of redeem-
able securities based on a uniform scale of
sales loads for different amounts purchased.
But, in my opinion, section 22 (d) requires
the “current offering price” to be one readily
ascertalnable by a reading of the prospectus.
Therefore I believe that the charging of
varying prices is not permissible unless the
prospectus definitely sets forth the price
which s purchaser of any specific amount of
redeemable securities will have to pay.

In your case the price which may be
charged in the case of sales of $25000 or
more {s not clearly and specifically set forth
in the prospectus, and as a result of the dis-
_cretion conferred upon him the principal un-
derwriter is in a position In such cases to
discriminate between purchasers of like
amounts of redeemabls securities. At least
one of the purposes of the requirement of
disclosure ‘of the “current offering price” is
to prevent such discrimination among
investors,

It is my conclusion, therefore, that if the
principal underwriter s given the option to
vary the sales load otherwize than In the
uniform manner specificd above, the re-
quirements of section 22 (d) are not
satisfled.

[Investment Company Act Release No.
89, March 13, 1941]

§ 271.150 Letter of general counsel’re-
lating to section 24 ),

You have indicated that a general outline
of the scope and operation of Section 24 (b)
of the Investment Company Act of 1940
might be helpful to the members of your
cammittee. Such an outline is given below.
1 have attempted there to cover the polnts
which most frequently arise and which are
of the most practical significance from the
point of view of the companies concerned.
I have not attempted to chart the precise
legal limits of section 24 (b) or to resolve
those difficult questions of legal interpreta-
tion which may arise In a few unusual situ-
ations.

General scope of section. Seotion 24 (b)
of the Investment Company Act of 1940
reads as follows: "(b) It shall bs unlawful
for any of the following companies, or for
any underwriter for such a company, In con-
nection with a public offering of any security
of which such company is the Issuer, to make
use of the mails or any means or instrumen-
talities of intersiate commerce, to transmit
any advertisement, pamphlet, eircular, form
letter, or other sales literature addressed to

“or Intended for distribution to prospective

Investors unless three copies of the full text
thereof have been filed with the Commission
or are filed with the Commission within ten
days thereafter: (1) any registered opon-end
company; (2) any registered unit investment
trust; or (3) any registered face-nmount cer-
tificate company.”

It 5 clear from the context that the vari-
ous terms used In section 24 (b)—'"adver-
tisemont,” “pamphlet,” “circular,” “form let-
ter"—are all intended to represent types of
sales literature. The term “stles literature”
must, I belfeve, be read in the light of the
definition of the word “zale,” which appears
in section 2 (a) (33) of the Investment Com-
pany Act and which provides, among other
things, that every “attempt or offer to dis-
pose of, or solicitation of an offer to buy,
a security or interest in a security, for value*
is a "sale,” So it may be sald that every
written communication used by the lssuer
or an underwriter with the intention of in-
ducing or procuring, or of facilitating the
inducement or procurement, of any sale of
the securities of any of the companies enu-
merated in section 24 (b) is within the pur-
view of that section.
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It should be noted that section 24 (b)
does not require the filing of sales literature
if a sufficlent number of copies have already
been filed with the Commission pursuant to
any other provision of the Investment Com-
pany Act or pursuant 1o any other statute
administered by the Commission. The aig-
nificance of this point will be brought out
more fully in connection with the discusalon
bélow of specific types of selling literature.

Prospectuses. Prospectuses are of course
“gales literature” and within the purview of
section 24 (b). A company registering under
the Becurities Act of 1983, however, and fully
complying with the requirements of that Act,
will automatically meet the requirements of
section 24 (b) eo far as the fling of prospec-
tuses is concerned. Rule 800 under the Se-
curities Act of 1933 (17 CFR, 230.800) re-
quires the filing of a number of coples of a
prospectus at the time a registration state-
ment is filed under that Act; it also requires
the filing of copies of the prospectus within
five days after the commencement of the
public offering of the securities registered,
and whenever thereafter the prospectus is
amended. Compliange with Rule B00 (17
CFR, 230.800) will automsaticaily make for
compliance with section 24 (b) of the In-
vestment Company Act so far as formal of-
fering prospoctuses are concerned.

Of course the above remarks apply only to
material to which Rule 800 (17 CFR, 230,800)
is applicable. A company or its distributor
may choose to supplement n prospectus in
such a way that the supplementary material
Is not within the scope of Rule 800, Coples
of supplementary material of this nature
must be filed In order to comply with section
24 (b).

Reports to security holders. When =&
stockholders’ report Is sent to an Iinvestor
who 1s not a stockholder, it must ordinarily
be regarded as “sales lterature” When the
report s sent to stockholders alone, it may
or may not be “sales literature,” depending
upon the character of the statements it con-
tains and the purpese for which it is used,
In any event, four coples of any report to
security holders which contsins financial
statements (a8 most reports do) must be
filed with the Commission, pursuant to sec-
tion 30 (b) (2) of the Investment Company
Act and Rule N-20B2-1 (17 CFR, 270.3062-1)
thereunder, within 10 days after transmittal,
In all instances where section 30 (b) (2)
applies, therefore, complince with that sec-
tion will automatically moke for compliance
with section 24 (b), so far as reports to
security hoiders are concerned.

“Tombstone” advertisoments. Such an
advertisement, which merely “states from
whom a written prospectus meetlng the
quirements of section 10 [of the Securities
Act] may be obtalned and, in addition, does
no more than identify the security, state the
price thereof, and state by whom orders will
be exccuted” Is excluded from the definition
of the term "prospectus” and is therefore not
ordinarily filed under the Sccurities Act of
1933, It is clear, however, that such an ad-
vertisement Is a kind of “sales literature,”
and three coples of each such advertisemont
should therefore be filed pursuant to section
24 (b). It iz not necessary that identical
advertisements appearing in different news-
papers or periodicals, or appearing at differ-
ent times, be trented as separate pleces of
sales liternture; it is sufficient if one set of
three copies of each such advertisement is
filed regardless of the number of publications
in which It appears. It will simpilfy our
administrative job, however, if in filing copics
of such an advertisement the company or
underwriter indicates some of the publica~
tions, or briefly describeés the nature of the
publications, In which the advertisement will
appear and the frequency with which it will
appear,

pi'orm letters. The companies will presum-
ably have no diffioulty in filing copies of the

»
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ordinary printed or mimeographed form let.
ter. Letters which are individually written
or typewritten present s more troublesome
problem. It would certainly be contrary to
the spirit of section 24 (b) if its provisions
could be evaded by the device of Individually
typing a large number of substantially lden-
tical sales letters, On the other hand, I
recognize that In writing Individual letters
to stockholders and prospective investors,
investment companies or their underwriters
may frequently meke use of more or less
stereotyped explanations and arguments. In
order to give effect to the policy of section
24 (b) without subjecting the companies
and their distributors to unwarranted in-
convenlence, paragraph (a) of Rule N-24B-1
(17 CFR, 276.246-1) defines “form letter” to
include “one of a series of identical sales
jetters” nnd also “any sales letter a substan.
tial partion of which consists of a statement
which is In essence identical with similar
statements in sales letters sent to 25 or more
persons within any period of 90 consecutive
days.” Only a single set of three coples of
each form so used need be filed with the
Commission; it is not necessary to file coples
of individual variants of the form, and It
is immaterial whether the varlants are writ-
ten during or after the 90-day period pre-
scribed by the rule,

Communications to Dealers and Salesmen.
Ordinarily communications from the issuer
or distributor to dealers and salesmen, con-
taining information and instructions, need
not be filed pursuant to section 24 (b), On
the other hand, if pamphlets or other written
sales material s sent to dealers or salesmen
to be physlcally passed on to prospective
investors, it is clear that coples must be
filed, since they constitute "sales litera-
ture * * * intended for distribution to
prospective investors.” A less obvious but

equally significant situstion is presented

when selling arguments are sent to dealers
or salesmen in written form, with the un-
derstanding or intent that the dealers and
salesmen will use these arguments orally in
attempting to sell securities to the investing
public, Cerfaln types of investment come
panies, particularly those which sell face-
amount certificates and periodic payment
plan certificates, rely to a considerable extent
upon oral representations to sell thelr securi-
ties., The Commission’s view is that the reall-
ties of this situntion, when viewed In the light
of the purpose of section 24 (b), require that
seliing arguments sent to dealers or sales-
men in written form, in order that they may
be passed on to the investing public by word
of mouth, come within the purview of Sec-
tion 24 (b). Accordingly paragraph (b) of
Rule N-24B-1 (17 CFR, 276.246-1) In effect
deflnes the term “distribution” to include
oral distribution. .
Exzamination by Commission’s staf. I am
advised by the Investment Company Division
that it will not ordinarily be practicable for
the Division’s staff to give the companies
fillng material under section 24 (b) any In-
dication of the propriety or impropriety of
the contents of the material. It has never
been contemplated that such material would
be examined with the regularity and the
meticulous attention given such fundamental
documents as registration statements, annual
reports and reports to stockholders, Such
registration statements and reports are a
primary source of detalled information,
whereas the purpose of section 24 (b) is not
%0 much to provide a source of information
85 to facllitate the enforcement of the anti-
fraud provisions of the statutes administered
by the Commission, particularly section 17 (&)
of the Securities Act of 1833, section 15 (¢)
of the Securitigs Exchange Act of 1934 and
section 3. (b) of the Investment Company
Act of 1040. For this reason, and because of
the great volume of material flled under sec-
tion 24 (b), I am advised that no regular roua
tine of examination or issuance of deficiency
memoranda in respect of such material will

pe followed, at least for the present. Neither
can the Commission's staff ordinarily under-
take to pass upon or give even tentative
advice concerning material submitted in ad-
vance of its use. I am sure you will appre-
clate the practical administrative consider-
ations which make this course necessary.

In concluding, let me refer briefly to Rule
N-24B-2, which has been found necessary
because of the tendency of many companies
to forward a variety of documents without
properly Indicating the purpose for which
they are being filed. If no indication of the
reason for filing ls given, it is sometimes
dificult for the staff of the Commission to
know whether the material ia sent only for
the stafl’s information, as a matter of cour-
tesy, or whether it should be put in the public
files which have been set up for material the
filing of which is required by law. Difficulties
are zlso encountered when the indication of
the purpose of fillng is Incorrect (as when
cop'es of a stockholders” report are stated to
be filed under section 24 (b) of the Invest-
ment Company Act, and no referonce s made
to section 30 (b) (2). Since these filing
problems center almost entirely about Section
24 (b), it is belleved that careful compliance
with Rule N-24B-2 (17 CFR, 270.246-2) will
prevent any substantial dificulties on this
score In the future and will simplify matters
b;;m for the companies and for the Commis-
slon,

[Investment Company Act Release No.
150, June 20, 1941]

" §271.167 Opinion of General Counsel
relating to sections 8 (b) (1) and 13 (a).

The question whichr you have raised in-
volves Sections 8 (b) (1) and 13 (a) of the
Investment Company Act of 1940 and Items
80 to 45 of Form N-8B-1 (17 CFR, 274.11)
adopted thereunder.

Section 8 (b) of the Investment Company
Act requires every investment company
which has filed a notification of registration
pursuant to section 8 (a) of the Act to file
subsequently, within a period of time fixed
by Commission rule, o pletalled registration
statement glving certain Informsation regard-
ing the company and its policies and opera=
tions. Among the items of information for
which section 8 (b) makes provisions are the
following: *°

“{1) a recital of the policy of the registrant
in respect of each of the following types of
activities, such recital consisting In each case
of & statement whether the registrant re-
serves freedom of action to engage in activi-
ties of such type, and if such freedom of
action Is reserved, a statement briefly Indi-
cating, insofar as is practicable the extent to
which the registrant intends to engage
therein: (A) the classification and sub-
classifications, as defined in sections 4 and 5,
within which the registrant proposes to
operate; (B) borrowing money: (C) the
fssuance of senlor securities; (D) engaging
in the business of underwriting securities
issued by other persons; (E) concentrating
investments in a particular industry or group
of industries; (F) the purchase and sale of
real estate and commodities, or either of
them; (G) making loans to other persons;
and (H) portfolio turn-over (including a
statement showing the aggregate dollar
amount of purchases and sale of portfolio
securities, other than Government securities,
in each of the last three fuil fiscal years
prececing the filing of such registration
statement); .

(2) a recital of the policy of the regis-
trant in respect of matters, not enumerated
in paragraph (1), which the registrant deems
matters of fundamental policy and elects to
treat as such;"

Section 13 (a) of the Act reads as follows:

“Section 13 (a), No registered investment
company shall, unless authorized by the yote
of a majority of Its outstanding voting se-
curitics—
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“(1) change its subclassification as de-
fined in section 5 (&) (1) and (2) of this
title or its subclassification from a diversi-
fled to a non-diversified company;

*(2) borrow money, issue senlor securities,
underwrite securities lssued by other per-
sons, purchase or sell real estate or commods-
ities or make lJoans to other persons, except
in each case In accordance with the recltals
of policy contained In its registration state-
ment in respect thereto;

*(3) dovinte from Its polley in respect of
concentration of Investments in any particu-
Iar industry or group of industries as recited
in its registration statoment, or deviate from
any fundamental policy recited in Its regle-
tration statement pursuant to section 8 (b)
(2); or

“{4) change the nature of its business so
as to cease to be an Investment company.”

Items 39 to 456 of Form N-8B-1 (17 CFR,
274.11) (which is the detailed form of regis-
tration statement for management coms-
panles) generally follow the language of sec-
tlons 8 (b) (1) of the Act. Item 39 (b),
which is typlcal, reads as follows:

“(b) Describe the policy of the registrant
with respect to issuance of bonds, debentures
and senior equity securities. (Reglstrant may
reserve freedom of action to lasue such secu-
ritles, but if such freedom of sction Is re-
served, a statement must be made briefly
indicating insofar as is practicable, the ex-
tent to which registrant intends to issue such
bonds, debentures, or senlor equity securi-
tles.)"

You state that you intend to answer item
39 (b) as follows:

Registrant reserves freedom of saction to
jssue bonds, debentures or senlor equity se-
curities.

Registrant does not intend to issue any
bonds, debentures or senior equity securities.

Your request confirmation of your opinion
that, if the {tem is so answered, your com=-
pany will not be gullty of a violation of sec-
tion 13 () (2) of the Act if at some subse-
quent date it issues senlor securities without
first obtaining a stockholders' vote,

Section 13 (a) (2) requires that the is-
suance of senlor securities by a registered
investment company, unless authorized by a
vote of security holders, be made only “in
necordance with the recitals of policy con-
tained In its registration statement in respoct
thereto.” The phrase “recital of policy” Is°
not defined in the Act, but it is clear from
the wording of section 8 (b) (1) that the
phrase Includes any statement made in or-
der to comply with that section, whether the
statement is expressed In terms of palicy,
intention or freedom of action, Moreover,
section 8 (b) (1) requires that (to the extent
practicable) a statement of the registrant'’s
intention bo made with regard to engaging
in each of the activities enumerated in the
section, This required statement of inten-
tion s the element of the “recital of policy™
upon which section 13 (a) (2) has {ts impact,
Corporate action cannot be sald to be “in
accordance with the recitals of policy” in a
company’s registration statement, within the
meaning of section 13 (a) (2), if such cor-
porate action departs in any respect from
the registrant's statement of intention. Or
to put the polnt more concretely, if your
company answers Item 39 (b) of Form N-8B-1
/s you propose, a stockholders' vote will be
necessary before the company may issue
senlor securities,

The general framework of the Act, Its legis-
lative history and the practical aspects of
the problem, as well as a strict reading of its
provisions, all tend to support this Interpre-
tation. For example, there is & clear contrast
between sections 8 (b) (1) and 13 (a) (2)
on the one hand and section 8 (b) (2) and
the corresponding provision of section 13 (a)
(3) on the other. It is clear that section 8
(b) (2) merely affords the registrant an op-~
portunity, without in any way obliging it, to
make statements of fundamental policy
which will bind the company in the absence
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of n stockholders' vote. The emphasis of
section 8 (b) (1) is very different; It implies
an obligation on the part of the registrant
to make as definite a statement of policy
a3 is practicable with respect to each of the
matters enumernted therein. The same in-
ference 1s to be drawn from the following
statement appearing in the Report of the
Scnate Committee on Banking and Currency,
which considered the Investment Company
Bill:
“s o & In addition, the registration
statement must state the policy of the com-
pany as to ltems specifically enumerated In
the bill” (8. Rep. 1775, 76th Cong, ad
sess., p. 13).

The only possible alternative to the con-
struction of the statute which I have sd-
vanced is to say that it is only that portion
of a recital of policy which relates to “free-
dom of action” which In any way binds the
registrant for the purposes of section 18.
Such a construction would lead to this ab-
surd conciusion: every registrant, with re-

to every type of activity enumerated in
section 8 (b) (1), conld make whatever state-
ment of polley it wished in the form of &
statement of intention, deriving every pos-
sible benefit in the eyes of the investing
publiec which it is possible to derive from an
indication that the company has a definite
policy, and then might prevent its statement
of policy from having any effect under section
13 by merely making o formal recital that it
reserves “freedom of action,”

If what I have sald is correct it seems to
me that it would serve little purpose for you
to answer Item 39 (b) of Form N-8B-1 as you
propose. Since your proposed statement of
intention Is an unqualified negative which
will bind the registrant under section 13 (a)
(2), the purported reservation of “freedom
of action” has little meaning,

Admittedly a t may meet practi-
cal difficulties in attempting to recite its
pollcy In those numerous situations in
which neither an unqualifiedly negative
nor an ungualifiedly affirmative state-
ment s possible. This practical problem Is
recognized in section 8 (b) (1) and In the
ftems of Form N-8B-1 adopted thereunder
by providing that the registrant need only
briefly indicate, “insofar as Is practicable,
the extent to which the registrant intends™
Lo engage in the particular activity. To the
extent that specification is practicable, how-
ever, It Is the duty of the company to fur-
nish statements of policy or intention which
are specific, precise and Informative.

It 1s obviously impossible to lay down any
general rule for determining whether a par-
ticular statement of intention is as specific
and definite as it is practicable to make It.
The definitencss of the statement will neces-
sarfly vary with the natuse of the regisirant's
business, the registrant’s history and experi-
ence, and the nature of the activity to which
the statement relates, For example, an an-
swer which might be reasonably specific in
the registration statement of s non-diversi-
fled closed-end company might be too gen-
eral In the registration statement of a di-
versified open-end company. Again, a regis-
trant which has adhered to certain well-
defined policles in the past may in some
instances be expected to describe its future
policy with more particularity than a regis-
trant which is formulating a policy for the
first time, Nor can individual jtems be con-
sidered In Isolation: a registrant’s answer to
one item, which might seem Insufficiently
definite considered by itself, may neverthe-
less be acceptable because its response to
other items, which are interrelated as a prace
ticsl matter, {s unususlly specific. In the last
analyals, each registrant presents special
problems and will require an application of

_the test of practicability which is sulted to
those problems,

The Investment Company Division of the
Commission has advised me that 1t will be
glad to consider informally sny company's

proposed or tentative answers to Items 39 to
45 of Form N-8B-1.

[Investment Company Act Release No.
167, July 23, 1841]

$271.214 Letter of General Counsel
relating to section 10 (a).

Thia is in reply to your request for an
oplnion &s to the proper interpretation of the
term “employees™ as used In Section 10 (=)
of the Investment Company Act of 1940,

As I understand the facts, s registered in-
vestment company proposed to have a board
of directors consisting of 15 persons, Of the
proposed board, two directors will be officers
of the Investment company and seven will
be partners of the firm which sets as Invest-
ment adviser. It is proposed that X, a part-
ner in the law firm which is on a genecral re-
tainer from the investment company, be noms-
inated as one of the slx remalning directors,
You wish to know whether X Is an “em-
ployee™ of the investment company within
the meaning of section 10 (a).

Cases Involving the construction of the
term “employees” indicate that that term
has no fixed meaning, but must be con-
strued in the context and connection in
which it Is used, Attorneys have been held
by the courts to be “employees” under some
statutes and not under others. The settied
rules of statutory construction require that
the term, as used in a particular section of
o statute, must be interpreted In the light
af the purpose of the particular section and
the evll sought to be remedled thereby. The
legislative history of the Investment Com-
pany Act makes It manifest that the intent
of section 10 (a) is to provide that st least
40% of the bourd shall be “independent” of
the management, and shall be in a position
to make an Independent check upon the
management’s acts. I belleve that counsel
to an investment company who is reguiarly
and continuously employed on a general re-
talner Is so closely related to the mannge-
ment that he cannot be considered to be the
“independent" type of person which the Act
contempiates, The usual work of such coun-
sel and the questions which confront him
relate to the management of the company.
He provides the legal advice which guldes
the management of the company in its activi-
ties. The of Section 10 (a) —to pro-
vide an independent check on management—
can hardly be accomplished if a person so
closely related to the management is per-
mitted to be included In the minority por-
tion of the board which is designed to check
independently on mansgement activities,
The same reasoning, of course, follows as to
a partner or associate in a firm of attornoys
employed on a general retalner basis,

My opinion is strengthenad by a considera~
tion of the effects of adopting a contriary In-
terpretation. Such an interpretation would
permit a company to ¢hocse a board coms~
posed exclusively of management directors
and sttorneys on retainer, Under this view
a board of five directors might be composed
of three officers or investment advisers and
two partners In the law firm employed on
general retainer by the company, Clearly
any interpretation which so completely de-
prives stockholders of the independent check
Congress intended to grant them must be
rejected,

In view of the foregoing, it Is my conclu-
slon that an attorney on a general retalner
from a registered Investment company, or a
partner or associate in a law firm which acts
on that basis, 1s within the meaning of the
term “employces” as used in Section 10 (a).
Consequently, In the situation presented, this
section would prohibit X from acting as &
director of the company.

[Investment Company Act Release No.
214, September 15, 19411

§ 271446 Extract from letter of Direc-
tor of the Corporation Finance Division
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to sections 20 and 34 (b), The Securi<
ties and Exchange Commission today
made public an extract from a letter of
Baldwin B. Bane, Director of its Corpora-
tion Finance Division, to an officer of &
corporation who had inquired whether
the Commission considered the com-
pany’s annual report to security holders
to be a part of the proxy soliciting mate-
rial which, under the provisions of Rule
X-14A-4 (17 CFR, 240.146-4) of the Gen-
eral Rules and Regulations under the
Securities Exchange Act of 1034, is re-
quired to befiled with the Commission.
The text of the extract from the Direc-
tor's letter follows:

The ruleés In Regulation X-14 provide in
effect that no proxy solicitation reiating to a
meeting of security holders at which the
eiection of directors is an item of business
shall be mnde by the mansgement of the
issuer uniess each perton solicited is concur-
rently furnished or has previously been fure
nished with an annual report to security
holders containing such financial statements
for the last fiscal year ns will, In the opinlon
of the management, adeguately reflect the
position and opeérations of the tesuer. The
rules further require that coples of the annual
report to stockholders must be malled to the
Commission in order that it may check com-
pliance with the rule. You Inquire whether
the reports thus malled are considered by the
Commission to be material “filed™ with the
Commission within the meaning of Section 18
of the Act and therefore to be subject to the
labllities imposed by that zection,

We do not regard the copies of annual
reports 50 mailed to the Commission to ba
proxy solicitation material “filed” with the
Commission or subject to the proxy ruies or
to the llabilities of section 18' of the Act
except in cages In which the Issuer specifically
requests that It be treated as part of the proxy
soliciting material or in cases in which it is
incorporated in the proxy statement by refer-
ence. This is so whether the annual report
is sent to the persons solicited and to the
Commission in advance of the proxy state-
ment or concurrently with it,

[Investment Company Act Release No.
446, February 5, 1943)

§ 271.448 Ezcerpts from letters of the
Director of the Corporation Finance Di-
vision relating to section 14 and Sched-
ule 14A under Regulation X-14. This
release is the same as Securities Ex-
change Act Release No. 3385 (17 CFR,
241.3385). The Securities and Exchange
Commission today made public excerpis
from letters of * * * Director of
the Corporation Finance Division, to
officers of corporations who had asked
for interpretation of certain provisions
of the amended rules in Regulation
X-14 relating to the solicitation of
proxies. ‘The first excerpt refers to para-
graph (H) of ftem 5 of Schedule 14A
which reads as follows:

Describe briefly any interest, direct or in-

1 Section 84 (b) of the Investment Company
Act of 1040 contains s provision similar to
that of SBection 18 of the Secdrities Exchange
Act of 1034,
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business, of property by the issuer or a sub-
gldlary, Include a statement of the cost of
the property to the issuer or subsidiary and
a statement of the cost to the purchaser or
vendor.

The definition of the term “assoclate"
in Rule X-14A-9 (17 CFR, 240.14a-9),
which s referred to in the Director's
letter, reads as follows:

The term “pssoclate.” used to indicate a
relationship with any persons, means (1)
an; corporation or organization (other than
the issuer or & majarity owned subsidiary of
the lssuer) of which such person ja an officer
or partner or is, directly or indirectly, the
beneficinl owner of 10% or more of any class
of equity securities, (2) any trust cr other
estate In which such person has a substantial
beneficial interest or as to which such person
serves as trustee or in & similar fduciary
capacity, and (3) any relative or spouse of
such person having the same home as such
person.

The Director's comment on this item
follows:

In general, the following principles should
be observed In preparing the information
called for by paragraph (H) of item 5.

The word “iriterest” means a material in-
terest. In determining the materiality of &
person’s lntereat, the scope of the definition
ofythe word “sssociate” in Rule X-14A-0 (17
CFR, 240.14A-9) may be considered as indi-
cating the type of {nterest in respect of which
information should be furnished. For ex-
ample, the fact that a director of the issuer
s also o director of another company is not
enough of itself to establish the materiality
of his Interest in transactions between the
two companies. On the other hand, If the
director of the issuer were an officer or holder
of 10% or more of the stock of the other
company, his interest in transactions between
the two companies should be disclosed unless
the transactions were immaterial and insig-
nificant, )

Your letter sets out a list of transsctions
between your company and other companies
or firms in which a director of your come-
pany is a direCtor or partner of the other
party to the transaction. If the director's
interest in the transaction arises merely
from the fact that he is a director of the
other company, it appears in the lght of
the principles stated above that no mention
of the transaction need be made., However,
in commenting on your questions I shall
assume that your director Iis an officer,
partner or 10% stockholder of the other
party to the transaction,

Your list is as follows:

1. A bank which makes commercial loans
to the company at the going rate of interest
and also issues Letters of Credit, etc. at the
going rate, 5

2. An insurance company which Issues
policies of Marine Insurance in the usual
form and at the usual rates,

3. An industrial company from which the
Company makes purchases of machinery,
equipment or suppiles,

4. A law firm which is employed on an
annual basis to handle various legal matters.

5. A tenant at a substantial rent of part
of an office bullding owned by a subaldiary
of this company.

6. A railrond over which this Company
ships most of its products,

7. A telegraph company.

8. A telephope company.

9. An electric light company,

.10, A sales agent for one particular line of
fabrics in one city. Y

I belleve that a director’s interest in trans-
actions with the companies referred to in
7, 8 and 9 need not be referred to under
parsgraph H if the transactions invoived
the ordinary services rendered by such coms-
panies and the services were rendered at the
usual and regular rates, If the transactions
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involved exwraordinary, unusual or special
services and were not immaterisl and in-
significant, the Interest of directors in them
should be disclosed,

Directors’ or their sssociates’ Interest in
transactions with the companies referred to
in 1 to 5, inclusive, and in 10 should be dis-
closed unless the transactions were imma-
terial and insignificant,

If a cholce between two or more carriers
is available to the company in determining
the route over which its products should be
shipped, I should consider that the direc-
tor's Interest in the transactions referred to
in 6 should be disclosed unless the transac-
tions were lmmaterial and insignificant,

The deseription of the transaction and of
the director's Interest in it should be brief,
Detalls such as the dollar amount involved
and the preclse terms of the arrangements
need not be stated.

To another inquiry regarding the same
provision of the rule, the Director wrote
as follows: < .

You state that a director of the ssuer is
an officer of a banking Institution with
which the company may have funds on de-
posit, or which may act as trustee under a
mortgsge or other indenture, or as transfer
agent of stock, or as registrar with respect
to outstanding stocks or bopds, You ask
whether the director’s interest In these
;mnucuom should be disclosed under item

(H). -

Where a director of the issuer is an officer
of a banking institution which during the
period covered by the statement has ren-
dered sorvices as trustee under & mortgage
or other Indenture, the existence of such
relationship should be disclosed unless the
whole matter is immaterial and insignifi-
cant, Directors’ Interests in the other trans-
actions mentioned In this item need not be
disclosed, -

Another excerpt refers to the para-
graph (I) (3) of item 5 which require
in respect of each director, nominee, or
person who has acted as an officer but
not as & director and who has received
remuneration in“excess of $20,000 during
the fiscal year, a statement of:

the amount paid or set aside by the Issuer
and its subsidiaries primarily for the benefit
of such director, officer or nominee, pursu-
ant to each pension or retirement plan of
the issuer and its subsidinries or other simi-
lar arrangement, snd the amount of the
annual benefits estimated to be payable to
such director, officer or nominee in the
event of retirement,

The Director’s comment on this para-
graph follows:

You state that your employees’ retirement
plan provides for contributions to the re-
tirement fund both by the employees and
by the company. The amount of retirement
benvfits, if any, which a particular officer
or director will recelve will depend upon his
continuance in the company's employ until
he reaches retirement age and upon the
amount of his sajlary in future as well as
past years. In view of these uncertalnties
and of the fact that his retirement benefits
will result in part from his own contribu-
tions, you suggest that you should not in-
clude in the tabulation cslled for by item
6 (I) the estimate of annual retirement
benefits specified In paragraph (3) thereof,

I think you should inciude the required
estimate in the tabulation, computing it
upon the assumption that an employee will
continue in the employ until normal retire-
ment age at his present salary and explain
In a footnote the sssumptions upon which
the estimate is based. The footnote may also
include & statement to the effect that part
of the sum is atfributable to the employee's
own contributions,
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The following excerpt refers to a para-
graph (L) of item 5 which calls for the
name of each person other than a direc-
tor, officer or employee of the Issuer
whose aggregate remuneration from the
issuer exceeded $20,000, the amount re-
cefived by each such person and the
capacity in which it was received.

You point out that paragraph 5 (L) of
item 5 of Schedule 14A Is substantially the
same as jtem 11 of Form 10-K (17 CFR,
240.310), the form on which the company files
its annual report with the Exchange and with
the Commission under the Securitics Exe
change Act of 1934. You ask whether the in-
structions as to itemr 11 of the Instruction
Book for Form 10-K may be used as a gulde
in determining what disclosure should be
made In the proxy stitement under item
6 (L),

Item 5 (L) Is intended to elicit Information
similar to that required to be given under
item 11 of Form 10-K (17 CFR, 240.310) and
the instructions as to that item may properly
be used as a guide in the preparation of that
part of the proxy statement,

[Investment Company Act Relase No,
448, February 17, 19431

§271.735 Letier of the Director of
the Corporation Finance Division relat-
ing to section 20 and to Rule X-14A-7
under the Securities Exchange Act of
1934 (17 CFR, 240.14a-7). .

This Is in reply" to your recent letter In
which you Inquire whether certnin propoanis
presented to you by a stockholder of the
company for inclusion In the management
proxy statement pursuant to the provislons
of Rule X-14A-7 of Regulation X-14 of the
General Rules and Regulations promulgated
pursuant to the provisions of the Eecurities
Exchange Act of 1634 are proper subjects for
action by your company’s security holders at
{ts next annual meeting. The resclutions
presented by such stockholder propose tiat
dividends pald to stockholders shall not be
subject to Federal Income Tax where the
income from which such dividends are paid
has already been subject to corporate income
taxes; that the anti-trust laws and the en-
forcement thereof be revised; that all Federal
legislation hereafter enacted providing for
workers and {armers to be represented should
be made to apply equally to investors, Other
resolutions which are propoeed are of similar
nature. You state that these proposals are
obviously of a political and economic nature
and that your corporation ls an industrial
corporation which is not empowered to en-
gage in palitical activity nor Is such activity
within the scope of its business operations,

Speaking generally, it is the purpose of
Rule X-14A-7 (17 CFR, 240.14A-7) to place
stockholders in a peosition to bring before
their fellow stockholders matters of concern
to them as stockholders in such corporation;
that is, such matters rélating to the affairs
of the company concerned ps are propef sub.-
Jects for stockhblders' action under the Iaws
of the state under which it Is organized, It
was not the intent of Rule X-14A-7 to permit
stockholders to obtain the consensus of ather
stockholders with respect to matters which
are of a general political, social or economic
nature, Other forums exist for the presenta-
tion of such viéwa.

It is my conclusion that- -the proposals
which have been presented to you are not
“proper subjects for action™ by your com-
pany’s stockholders within the meaning of
that phrase as used in Rule X-14A-7 (17
COFR, 240.149-7). Consequently, it will be un~
necessary for you to include the proposals in
the management’s proxy statement if you do
not wish to do so.

{Investment Company Act Release No.
735, January 3, 1845])
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2762 Opinlon of General Counsel relating
to section 202 (a) (11) (¢) of the
Investment Advisers Act of 1940.

2768 Opinion of the General Counsel re-
lating to the use of the name “In-
vestment counsel” under section
208 (c) of the Investment Advisers
Act of 1040.

27640 Opinion of the Director of the Trad-
ing and Exchange Division relat-
ing to section 200 of the Investe
ment Advisers Act of 1940, section
17 (a) of the Securities Act of 1933,
and sections 10 (b) and 18 (¢) (1)
of the Securities Exchange Act of
1034,

§276.2 Opinion of General Counsel
relating to section 202 (a) (11) (C) of
the Investment Advisers Act of 1940.

Ocronxr 28, 1040,

NATIONAL ASSOCIATION OF SEcumrries
Deareas, Inc,
821 15th Street, NW.,
Washington, D. C.

GeNTLEMEN: You have requested my opin-
lon whether participation by an over-the-
counter broker or dealer In transactions of
the character described below renders him
an “investment adviser” within the meaning
of Section 202 (a) (11) of the Investment
Advisers Act of 1040,

In each of the situations presented, a broker
who 18 not a member of & national securities
exchange transmits to a broker who s a
member of such an exchange an arder for
the member broker to purchase or sell a
security listed on the exchange for the sc-
count of a customer of the non-member
broker. In each case the non-member broker
charges his customer an “overriding fom-
missjon™ or “service charge” {n addition to
the regular commission which the member
broker recelves for executing the transac-
tion. In no instance is the amount of the
"overriding commission” or “service charge”
greater than the regular commission charged
by the member broker,

I understand that there are four district
practices or policles followed by over-the-
counter brokers in making such charges:

1. Frequently the over-the-counter broker
charges the overriding commission or serve
lce charge in every instance in which he
transmits such an arder to a member broker,
and the amount of such additional commis-
slon or charge is the same for all transac-
tions of the same size, no matter who the
customer 18 or how much consultation or
advice the over-the-counter broker has glven
him

2.‘Olher over-the-counter brokers charge
an overriding commission or service charge

'The Interpretative opinions included
herein ure opinions issued in the past for the
guldance of the public by members of the
Commission’s staff (or in a few instances by
the Commission) and heretofore made public
pursuant to Commission authorization. The
opinions are to be read as of the date of
original publication and in the context of
the rules, statutes and circumstances then
existing. However, opinfons or portions of
opinions which are clearly obsolete have been
omitted. While it is not clear that publica-
tion of interpretative opinions of this kind
in the Feoeral Recisten is required, it is be-
lleved that such publication may be helpful
to the public and that it falls within the
spirit of the Administrative Procedure Act.

Where rules referring to an opinion have
been renumbered since the issusnce of the
opinion, the new designations are indicated
in brackety,

which muy be uniform in amount, but which
is charged only to those customers to whom
the broker has given advice. In these cases
the non-momber broker recelves no remuner-
ation on transactions in listed securities if
the customer has simply asked him to have
an order executed, without seeking or receiv-
Ing any advice,

3. A number of over-the-counter houses
charge, on a uniform basis, an overriding
commission or service charge for the execu-
tion of such transactions, except that they
make no charge to certain clients, for exam-
ple, clienta who do a substantial amount of
over-the-counter business through or with
the house,

4. Occasionally an over-the-counter broker
follows the practice of charging an over-
riding commission or service charge to all
customers and on all transactions, but the
amount of the charge varies in relation to
the amount of consultation between the
broker and his customer regarding the trans.
action, \

The pertinent provisions of section 202 ()
(11) of the Investment Advisers Act, under
which these questions arise, are the fol-
lowing:

" ‘Investment adviser' means any person
who, for compensation, engages in the busi-
ness of advising others * * ¢ a5 to the
value of securities or as to the advisabllity
of investing in, purchasing, or selling securl-
tles * * * butdoesnotinclude * »
(C) any broker or dealer whose performance
of such services Is solely incidental to the
conduct of his business as a broker or dealer
and who recelves no special compensation
therefor * o o

I shall assume for the purposes of this let-
ter that, in every situation outlined above,
the transaction is “solely incidental to the
conduct * * * business as & broker or
dealer.” The precise question presented,
therefore, Is whether in each of these situs-
tions the over-the-counter broker in taking
sn overriding commission is receiving “spe-
cial compensation for" advice which he may
have given his customer,

Clauge (C) of section 202 (a) (11) amounts
to a recognition that brokers and dealers
commonly give a certain amount of advice to
thelr customers in the course of their regular
business, and that it would be inappropriate
to bring them within the scope of the Invest-
ment Advisers Act merely because of this
aspect of thelr business, On the other hand,
that portion of clause (C) which refers to
“special compensation” amounts to an
oqually clear recognition that a broker or
dealer who Is specially compensated for the
rendition of advice should be considered an
investment adviser and not be excluded from
the purview of the Act merely because he is
alsa engaged in effecting market transactions
in securities. It 1s well known that many
brokers and dealers have investmont ady
departments which furnish investment ad-
vice for compensation in the same manner
a8 does an Investment adviser who operates
solely in an advisory capacity, The essential
distinction to be borne in mind in consider-
ing borderline cases, such as those which
you have presented, Is the distinction be-
tween compensation for advice ‘itself and
compensation for services of another charac-
ter to which advice is merely incidental,

Let me turn now to the four specific situa-
tions as to which you have inquired, In the
first situation the over-the-counter broker
charges an overriding commission or service
charge for participating in the execution of
every purchase or sale of lsted securities.
While the time and expense Involved in giv-
ing advice to customers may be among his
motives for charging the overriding commis-
slon or service charge, they represent only
one part of his general expenses, and are
1o more directly related to the charge, which
homnkuthmhumuutdvlcoum cus~
tomers with respect to over-the-counter
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transactions for which the broker recelves a
regular commission. In this first situation
the imposition of the overriding commission
or service charge does not in itself make the
over-the-counter broker an “investment ad-
viser" within the meaning of the Act.

The second situation presents & clear an-
tithesis to the first. Here the charge Is di-
rectly related to the giving of advice. Those
customers who receive the advice have to
pay an additional charge, while those who
do not recelve advice do not.,

The fourth situation Is no different in
principle from the second. Although all cus-
tomers must pay an additional charge, at
least part of the ch to customers receiv-
ing advice is attributable to such advice, and
it Is therefore clear that the charge includes
“special compensation"” for advice. It is my
opinlon that In both the second and fourth
situations the over-the-counter broker is
acting as an investment adviser,

From a practical point of view the third
sltuation presents a difficult problem. It is
true that if the broker's discrimination be-
tween customers bears no relation to the
nature or amount of advice which they re-
ceive from him, the additional charge does
not in principle appear to be “special com-
pensation.” Nevertheless, I am sure you will
recognize that difficult questions of fact aro
presented whenever the additional charge is
not imposed on a wholly uniform basls, If
a broker 1s confident that his discrimination
between customers follows a clear and con-
sistent policy, bearing no relatlon whatso-
ever to the rendition of investment advice
to his customers, he may safely consider him-
self excluded from the definition of the term
“investment adviser” When the circum-
stances -are not so clear, I suggest that you
recommend to your members that they call
their pecullar problems to the Commission's
attention, and take the precaution of regis-
tering under the Act pending the Commis-
slon's determination of the question. If the
Commission is of the opinlon that the broker
is not an “investment adviser” within the
meaning of the Act, he will be entitled to
withdraw his registration pursuant to sece
tion 203 (g).

Very truly yours,

CHESTER T. LANE,
General Counsel.

[Investment Advisers Act Release No. 2,
October 28, 19401

§276.8 Opinion of the General Coun-
sel relating to the use of the name “in-
vestment counsel” under section 208 (¢)
of the Investment Advisers Act of 1940.

You have raised the question of a possible
conflict between the provisions of Section
208 (c) of the Investment Advisers Act of
1040 and the provisions of certain State laws
regulating investment advisers, These State
laws require, in one form or another, that a
person giving advice with reference to secu-
rity investments obtain a license to act as
an “Investment counsel”, Under the In-
vestment Advisers Act, on the other hand, if
such person is not primarily engaged in the
business of rendering “Investment supervis-
ory services" (as defined in Sectfon 202 (n)
(13) ), it will be unlawful for him “to repre-
sent”™ that he is an “Investment counsel” or
"to use the name tnvestment counse! as de-
scriptive™ of his business,

Sectlon 208 (¢) of the Investment Advisers
Act attempts to restrict the use of the term
“investment counsel” by persons registered
under the Act to those who are primarily en-
gaged In giving continuous advice as to the
investment of funds on the basis of the in-
dividual needs of their clients. Although the
state licensing laws referred to above use the
phrase “investment counsel”, the context in
which the phrase is used indicates that the
intent of the statutes i3 to establish a gen-
eral descriptive category for administrative
purposes rather than to distinguish between
investment advisers who glve general market
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advice and those who give individualized
service. I belleve that the purposes of the
Investment Advisers Act and of the state stat-

are not necessarily conflicting.

person who is registered under the In-
vestment Advisers Act but who !5 not an
investment counsel within the meaning of
that Act should in his general advertisement
and on his letterhead refer to himself as an
investment adviser or some other nppmprlntc
term other than investment counsel, In so
dolng he certainly would not be violatipg the
state statutes and be would be conforming
with the Investment Advisers Act, On the
other hand, If he were asked whether his
company s llcensed under a state law, it
would be entirely proper to reply that he is
licensed to do business In that state as an
investment counsel, Similarly a certificate
issued by n state authority setting forth that
he has qualified under the law as an In-
vestment counsel can properly be hung on
the wall of his office. In such cases the In-
vestment adviser would simply be advising
toncerning his technical legal status under
the state law,

In & large measure the whole question is
one of good faith, As a practical matter, If
the Investment adviser confines reference to

If as an “investment counsel” to those
situntions In which there is common-sense
justification for pointing out his legal status
under a State law, he will run no other risk™”
of violating section 208 (c).

[Investment Advisers Act Release No. 8,
December 12, 1940]

$ 276.40 Opinion of Director of Trad-
ing and Exchange Division, relating to
section 206 of the Investment Advisers
Act of 1940, section 17 (a) of the Securi-
ties Act of 1933, and sections 10 (b) and
15 (¢) (1) of the Securities Exchange Act
of 1934.

The question hps been presented whether'
it Is permissibie for an investment adyiser
to sell a security to or buy a security from
& client, You ask also what disclosure is
necessary if such a transaction Is permissible,
Section 206 of the Investmont Advisers Act
of 1940 provides:

“It shall be uniawful for any investment
adviser registered under section 203, by use
of the mails or any means or instrumentality
of Interstate commerce, directly or In-
directly—

“(1) w employ any device, scheme, or arti-
fice to defrand any”cllent or prospective
client;

*(2) to enguge In any transaction, prac-
tice, or course of business which operates as
a fraud or decelt upon any client or prospee«
tive client;

*“(3) acting as principal for his own nc-
count, knowingly to sell any security to or
purchase any security from a client, or act-
ing as broker for a person other than such
cllent, knowingly to effect any sale or pur-
chase of any security for the sccount of such
cltent, without disclosing to such client in
writing before the completion of such trans-
notion the capacity in which he is acting and
obtaining the consent of the client to such
transaction. The prohibitions of this para-
graph (3) shall not apply to any transaction
with a customer of a broker or dealer if such
broker or dealer is not acting as an invest-
ment adviser In relation to such transac-
tian.*

“An investment adviser is a fiduclary. As
such he is required by the common law to
serve the Interest of his client with undi-
vided loyalty.. In my opinion a breach of
this duty may constitute a fraud within the
meaning of clauses (1) and (2) of section
206 of the Investment Advisers Act (as weil
a8 the anti-fraud provisions of the Securi-
ties Act of 1938 and the Securities Exchange
Aot of 1934).

It follows that an Investment adviser may
not effect a transaction as principal with &

client unless he obtains the client's consent
to the transaction after fully disclosing any
adverse interést he may have, together with
any other information in his possession
which the clfent should possess in order to
determine whether he should enter into the
transaction. The disclosure should Include,
88 & minimum, (a) the capacity in which the
investment adviser proposes to act, (b) the
cost to the adviser of any security which
he proposes to sell to his client (or, if he
proposes to buy a security from his client
and knows or 18 reasonably certain of the
price at which it is o be resold, & statement
of that price), and (¢) the best price at
which the transaction could be effected by
or for the client elsewhere If such price is
more sdvantageous to the client than the
actual purchase or sale price, Moreover, any
disciosure of the cost to the investment ad-
viser (or the price he expects to receive on
resale) should be so phrased that its full
tmport is obvious to the client, The dis-
closure should include a statement of the
total amount of the cost or resale price (or
the total profit) in dollars and cents; it
would not suffice, in my opinion, merely to
express s formula by.which those amounts
may be computed, or to limit the disclosure
to a tage figure or to a maximum
number of points or dollars per share or
bond.

What heas been sald thus far Is not lim-
fted to investment advisers who are regis-
tered under the Investment Advisers Act,
Although section 206 of that Actappiles only
o registered investment advisers, the over-
all effect of the anti-fraud provisions of the
Securities Act of 1933 and the Securities
Exchange Act of 1034 is to cover any trans-
action in a security by any person where uso
is made of the Mmalls or of some means or
instrumentality of Interstate commerce,
Consequently, Investment advisers who are
exempted from registration by one of the
clauses of section 208 (b) of the Investment
Advisers Act are nevertheless subject to the
anti-fraud provisions of the 1933 and 1034
Acts when, notwithstanding their fiduciary
status, they seek to deal with clients on &
prineipal basis.

It is not essential that the disclosure of
adverse interest be In writing so far as clauses
(1) and (2) of section 206 of the Investment
Advisers Act, as well as the anti-fraud provi-
sions of the 1933 and 1934 Acts, are concerned,
However, aside from the general requirement
of full disciosure and consent lmposed bf’
these provisions, clause (3) of section 208 of
the Investment Advisers Act, which applies
only to repistéred Investment advisers, re-
quires specifically that the disclosure of the
capacity in which the investment adviser I8
acting be given in writing and the client’s
consent obtalned before the completion of the
transaction. In my opinion the require-
ments of written disclosure and of consent
contained In this clause must bo satisfied
before the completion of each separate trans-
action. A blanket disclosure and consent in
o general agreement between Investment
adviser and client would not suffice,

It will be noted that the specific provisions
of clause (3) of section 206 do not apply *“to
any transaction with a customer of & broker or
dealer if such broker or dealer is not acting
as on Investment adviser in relation to such
transaction.” ' Whether an investment ad-
viser is subject to the duties of a fiduciary
under cluuses (1) and (2) (and under the
anti-fraud provisions of the 1932 and 1034
Acts) In respect of such & transaction depends
on all the facts (Including the type of genoral
Investment advice rendered) In eéach case,

3 In any event, of course, section 15 (c) (1)
of the Securities Exchange Act of 1634 and the
Commission's Rule X-15Ci1-4 (17 CFR,
240.15C1-4) thersunder require every broker
or dealer to give his customer written notifi-
cation of his capscity “at or before™ the
completion of uch transaction,
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Everything which bas been sald thus far
with respect to a transaction in which an
investment adviser buys or sells for his own
account as principal applies equally to &
transaction for the account of a client in

" which the investment adviser acts 88 a broker

for some other person, In such a transac-
tion, of course, it 1s the Investment adviser's
total commission which must be disclosed In
dollars and cents,

Pinally, it must be borne in mind that this
opinion is lUmited to the requirements of
federal law, I can express no opinion ag to
the applicable state Jaw, It is clear, how=
ever, that lnvestment advisers, in addition to
complying with the federal lnw, are subject to
whatever restrictions or requirements the
common law or statutes of the particular
state Impose with respect to dealings between
persons’in a fiduciary relationship,

[Investment Advisers Act Release No, 40,
February 5, 19451
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2811 Letter of the Commission with respect
10 transmission to the Commission
of ull petitions, answers, orders, ap-
plications, reports and otlier papers
filed under Chnpter X of the Bank-
ruptey Act.

2812 Statement by the Commission sume-
marizing Chapter X of the Bank-
ruptcy Act,

§ 281.1 Letler of the Commission with
respect to transmisston to the Commis~
sion of all petitions, answers, orders, ap-
plications, reports and other papers filed
under Chapter X of the Bankruptcy Act,
The Securities and Exchange Commission
today made public a letter that it was
transmitting to each of the 94 Federal
District Court Clerks with reference to
the provisions of Chapter X of the Chan-
dler Act relating to the transmission to
the Commission of the various papers
and documents filed in reorganization
proceedings under that Chapter.

. - - -

As you know, nt the last session of Con-
gress a statute was enacted extensively re-
vising the National Bankruptcy Act, This
revision, known as the Chandler Act, was ap-
proved by the President on June 22, 1038;
and as & general matter the Act is to take
effect and be In force on and after three
months from the date of its approval,

Section 77B of the National Bankruptcy
Act, relating to Corporate Reorganizations,
is to be superseded by Chapter X of the
Chandier Act. Chapter confers upon the

1The Interpretative opinions Included
herein are opinions issued in the past for
the guidance of the public by members of
the Commission’s staff (or in a few instances
by the Commission) and heretofore made
public pursuant to Commission suthorizs-
tion., The opinions are to be read as of the
date of original publiceation and in the con-
text of the rules, statutes and circumstances
tien exlsting, However, opinlons or portions
of opinions which are clearly obsolete have
been omitted, While it iz not clear that pub-
lHoation of interpretative opinions of thia
kind in the Fromrar RraisTer is required, 1t is
belloved that such publication may be help-
ful to the public and that it falls within the
spirit of the Administrative Procedure Act,

Where rules referring to an opinion have
been renumbored since the issuance of tho
opinion, the new designations are indicated
in brackets,
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Becurities and Exchange Commission varl-
ous dutles and functions in connection
with proceedings for the reorganization
of corparations under that Chapter. In
order that the Securities and Exchange Com-
mission may be Informed of the nature
and status of the reorganization proceedings
and mny expeditiously perform the duties
fmposed upon {t, it was provided that coples
of the various notices, petitions, applications,
orders, reports and ‘other documents filed
in the proceedings should be transmitted to
the Securitlies and Exchange Commission,

Accordingly the Commission has requested
me to call to . your attention section 265 (a)
of Chapter X which provides for the trans-
mission to this Commission of copies of all
petitions, answers, orders, applications, re-
ports and other papers filed In all reorgan-
fzation proceedings Instituted under the
Chandler Act on or after September 29, 1038,
in the United States District Court for your
Judicial district, For your use we are pleased
to send you herewith a number of coples of
that section.

Further, under section 276 (¢) of the
Chandler Act, Chapter X will apply to all
proceedings pending under Section 77B
where the petition in such proceeding under
Bection 77B was approved on or after June
22, 1038, Accordingly, we would like to ob-
tain coples of all papers and documents
which are flled hercafter In connection with
proceedings under Section 77B in your judi-
cial district where the petition was approved
on or after June 22, 1938. Also we would
greatly appreciate it If you could send us a
list (name of the debtor and docket number)
of all proceedings instituted under 77B in
your judicial district in which the petition
was approved between June 22, 1688, and the
date of your receipt of this letter,

The letter also stated that it was the hope
of the Commission that the Clerks would
make arrangements, so far as possible, to
have all papers and documents malled to the

ission on the same day that they are
filed, Also it was requested that coples of all
papers and documents be sent, In duplicate,
one copy to be mailed directly to the Securi-
ties and Exchange Commission at Washing-
ton, District of Columbia, and the second
copy to be mailed to the Regional Office of
the Commission in which the District Court
is located, with the exception of the District
Courts located within the area of the Wash-
ington Reglonal Office of the Commission and
& few other Instances, where a single copy was
requested.

The letter concluded as follows:

Your cooperation in sending us the docu-
ments in these cases will be greatly appre-
clated. I shall be happy to correspond with
you further upon any of the matters I have

mentioned and any inquiries you may wish
to make will be most welcome, It is our
earnest desire to meet your convenience in
these matters in any way we possibly can.

[Corporate Reorganization Release No. 1,
September 26, 1938)

§281.2 Statement by the Commission
summarizing Chapter X of the Bank-
ruptcy Act.

A substantially amended federal bank-
ruptcy act was enacted by the Third Session
Of the 75th Congress and approved by the
President on June 22, 1938, These amend-
ments, known as the Chandler Act, consti-

‘tute a general revision of the entire Bank-

ruptey Act of 1898, as amended, with the
exception of those provisions which relate
to rallroad reorganizations, municipal debt
readjustments and extensions and composi-
tions of agricultural debts. This general re-
vision, the first of its kind in forty years, is
the culmination of six years of study and
effort by the Judiclary Committees of the
Benate and House of Representatives, by the

“Yefer plans to the Commission, as

National Bankruptcey Conference, and by the
Securities and Exchange Commission,

Chapter X of the Chandler Act imposes
certain new dutles upon the Securities and
Exchange Commission. This chapter, dealing
with corporate reorganization, replaces the
former Section 77B of the Bankruptcy Act.
It clarifies the many ambiguities and contra-
dictions of the former Section 77B, and pro-
vides & number of fundamental improve-
ments in corporate reorganization procedure.

Briefly stated, the two principal changes
embodied In Chapter X are as follows:

1, In corporate reorganizations involving
lablifties of $250,000 or more, the court shall
appoint an independent and disinterested
trustee to administer the estate, who will also
act as the court's representative in studying
the affairs of the corporation and in the
formulation of a plan of reorganization,

2, In its consideration of all cases under
Chapter X, the court will have at its dis-
posal the facllitles of the Securities and
Exchange Commission,

The Independent trustee will perform two
particularly important functions, First, he
will report to the court the facts about the
corporation’s financial condition, its assets
and labilities, the nctivities and compe-
tence of its management, and all other mat-
ters relevant to the preparation of a plan
and the collection of assets, Second, as the
court’s representative, the Independent trus-
tee will hear and give consideration to the
proposals of creditors and stockholders who
wish to make suggestions ns to the reorgani-
zation plan, He will then proceed to formu-
Iate and file a plan within a time fixed by
the court, Thus, under Chapter X, the re-
organization plan will be formulated under
the guldance of a disinterested officer of the
court, who will be entirely independent of
conflicting interests.

In the consideration of reorganization
plans and the complex financial and busi-
ness problems which they involve, there will
be made avallable to the courts expert and
impartial assistance. Under Chapter X the
court ‘may request from the Securities and
Exchange Commission an advisory report on
any reorganization plan. In the larger cases,
where the scheduled liabilities of the debtor
corporation undergolng reorganization are
over $3,000,000, the court automatically
refers proposed reorganization plans to the
Commission for an advisory report. In the
smaller cases, the court may, or may not,
1t sees Nit.

The advisory report will be an independent
analysis prepared by the Commission's ex-
pert legal and financial staff, and, of course,
will be subjected to the scrutiny and ape-
proval of the Commission itself, It will pro-
vide the court with a non-partisan suryey
and critique of the plan, appralsing its fair-
ness and soundness and revealing any weak-
nesses or inequities. In addition, upon ap-
proval of a plan by the judge the Commis-
slon’s adyisory report will be sent to all
investors for thelr examination at the time
they are askedt to vote upon the plan. In-
vestors will also recelve coples of the court's
opinion on the plan and such other infor-
mation as may be relevant,

In addition to the advisory report on a
reorganization plan, the court may obtain the
advice and assistance of the Commission
throughout the reorganization by making the
Commission a party to the legal proceedings.
In any case under Chapter X the court may
invite the Commission, or upon the request
of the Commission may permit it, to Inter-
vene as s party to the proceedings.

The Commission desires to emphasize the
following:

1. The Commission has no authority un-
der the Chandler Act elther to veto or to
require the adoption of a reorganization plan,
Nor has it authority to sdjudicate any of
the other Issues arlsing in a proceeding. Its
functions are purely advisory. The facili-
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tles of its technlcal staff and its disinterested
Judmenl. are at the service of the court,

., The Commission has no power to re-
ltore the lost investment of any security
holder or any class of security holders, .No
change in corporate reorganization proce-
dure, and no readjustment of capital struc-
tures, however drastic, can be expected to
give value to securities or clalms which are
intrinsically worthless. The most that can
be expected of any system of corporate re-
organization is that It will provide adequate

for the preservation of the assets
of the corporation—the realization of all the
values that are in the enterprise—and the
fair and equitable allocation of those values
among the several classes of security holders
and claimants. In addition, of course, the
procedure should be 50 designed that the cor-
poration will emerge from reorganization un-
der a financlally sound plan and in the hands
of competent and loyal mansgement.

- - . . -

In the period since the passage of the
Chandler Act, the Commission has been
engaged In adding properly qualified mem-
bers to its legal, financial, and accounting
staff, both in Washington and in each of
its elght Reglonal Offices, In order to facili-
tate the performance of its functions under
the Act., In a four-day meeting held In
Washington recently, the full reglonal and
Washington staff of the Reorganization Di-
vision undertook a thorough study of these
functions, and discussed at length the re-
lated problems of administration under the
Act, )

Insofar as these functions are primarily
concerned with representing the Commission
in proceedings in which the court has re-
quested or permitted the Commission to in-
tervene, or with obtaining the facts required
in the preparation of the Commission's re-
ports on plans, they will ordinarily be han-
dled by the eight Reglonal Offices. The Com.
mission belleves that the convenlence of the
various United States District Courts, as
well as the convenience of Investors gnd
other interested parties, will best be served
by this ure,

On the other hand, it is expected that
the advisory reports on plans will be pre-
pared in final form at the Washington head-
quarters for submission to the Commission
on the basis of data and information sub-
mitted by the Reglonal Offices, In addition,
as under the 1033 and 1934 Acts, the Wash-
ington headquarters will of course be
charged with the duty of formulating for
consideration and determination by the
Commission the policies to be pursued In the
administration of the Act, and with the task
of seeing that those policles are uniformly
carried out throughout the country. It will
also make avallable to each Reglonal Office
the results of the research conducted and
experience gained in the country-wide ad-
ministration of the Act,

Each fleld unit of the Reorganization Divi-
sion will be an integral part of the Regional
Oftice to which it Is assigned, and Its work
will be under the general administrative
supervision of the Reglonal Administrator,
On the basis of available figures with respect
to petitions filed under Section 77B during
the first eight months of 1938, the Commis-
sion estimates that approximately three-
fourths of the proceedings under Chapter
X will arise within the territorial jurisdic-~
tion of its New York and Chicago Reglonal

[Corporate Reorganzation Reléase No. 2,
September 26, 1938]

LzoNarp HELFENSTEIN,
For® Herbert B. Cohn, Execu-
tive Assistant to the Com-
mission.

[F. R. Doc. 46-16830; Filed, Sept. 17, 1046;
10:12 &. m.]




